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Preface 


In  the  fall  of  1982  the  Ontario  Economic  Council  decided  that  pensions  and 
pension  reform  constituted  an  issue  of  sufficient  importance  to  Ontario  and 
Ontarians  to  merit  detailed  analysis  on  our  part.  The  focal  point  of  our 
research  effort  was  the  release  of  the  federal  government's  Green  Paper, 
Better  Pensions  for  Canadians.  Survey  and  background  papers  relating  to 
all  aspects  of  pensions  were  commissioned  and  were  presented  and  dis¬ 
cussed  at  an  August,  1983  Conference  in  Toronto.  These  papers,  most  of 
which  have  been  revised  in  light  of  the  Conference  deliberations,  as  well 
as  comments  by  discussants,  constitute  the  present  volume. 

Preceding  this  volume,  the  Ontario  Economic  Council  published  a 
special  report  on  pensions,  Pensions  Today  and  Tomorrow:  An  Ontario 
Economic  Council  Position  Paper.  This  position  paper  was  based  largely, 
but  not  entirely,  on  selected  aspects  of  the  analysis  and  data  contained  in 
the  present  volume. 

Subsequent  to  the  Conference,  the  Council  commissioned  four  studies 
to  deal  with  some  specific  issues  more  fully  than  had  been  possible  in  the 
Conference.  Two  of  these  are  included  in  this  volume,  Why  We  Should  be 
Cautious  in  Accepting  Forecasts  of  the  Dependency  Ratios  in  the  21st  Cen¬ 

tury  by  Professor  Leroy  Stone  and  Susan  Fletcher,  and  The  Coverage 
Question  in  the  Pension  Debate  by  D.  S.  Rudd.  The  other  two  studies 
have  been  issued  in  the  Council's  Working  Paper  Series:  The  Quebec 
Pension  Plan  and  its  Implications  for  Ontario  by  Lawrence  Ginsberg,  and 
Government  Pensions  and  True  'Reform'  -  Band-aids  or  Major  Surgery?  by 

James  Clare. 

On  behalf  of  the  Council,  and  also  on  behalf  of  the  editors,  it  is  a 
pleasure  to  acknowledge  the  magnificent  effort  expended  by  the  Council 
staff  in  running  the  Pension  Conference  and  in  preparing  these  papers  for 
publication.  In  particular,  we  would  like  to  thank  Sharon  Wahl,  our  Admin- 


istrative  Officer,  and  Brenda  Huff,  our  Publications  Officer.  Special 
thanks  must  go  to  our  word  processing  crew,  Tom  Gerylo,  James  Leahy, 
Sylvia  Machek,  and  Kathy  Ashenden.  Larry  MacDonald  and  Sheila 
Richardson  were  responsible  for  style  editing.  Finally,  we  are  grateful  to 
the  authors  who  worked  for  many  months  preparing  for  the  Conference  and 
then  revising  their  manuscripts  for  publication. 

The  Council  believes  that  the  range  of  issues  associated  with  pension 
reform  are  among  the  most  important  issues  on  the  current  policy  front. 
Accordingly,  in  commissioning  these  papers,  we  have  tried  to  ensure  a 
wide  range  of  perspectives  on  pension  reform.  As  such,  we  trust  that  we 
are  fulfilling  the  Council's  mandate  to  apprise  Ontarians  of  issues  that  are 
important  to  their  present  and  future  well-being. 


Thomas  J.  Courchene 
Chairman 

Ontario  Economic  Council 


2 


Introduction 

David  Conklin 


A  complex  system  of  programs  exists  in  Canada  to  ensure  adequate  material 
provision  for  the  elderly.  Pension  programs  include  employer-sponsored 
schemes,  the  Canada  and  Quebec  Pension  Plans  (C/QPP)  and  individual 
arrangements  such  as  Registered  Retirement  Savings  Pians  (RRSPs).  In 
addition,  governments  provide  a  wide  range  of  income-support  programs 
directed  specifically  at  the  elderly.  These  include  Old  Age  Security  (OAS) 
payments,  special  income  tax  exemptions  and  deductions,  guaranteed  in¬ 
come  plans  such  as  the  federal  Guaranteed  Income  Supplement  (GIS)  and 
Ontario's  Guaranteed  Annual  Income  System  (GAINS),  and  government 
subsidies  for  housing  and  drug  costs.  These  programs  constitute  a  sup¬ 
port  network  that  interacts  in  many  ways  in  supplying  benefits  to  the 
elderly. 

Concern  has  been  expressed  that  this  system  is  in  some  respects 
insufficient,  inefficient,  and  inequitable.  Moreover,  the  proportion  of  the 
population  that  is  elderly  and  non-working,  and  therefore  drawing  bene¬ 
fits,  is  expected  to  increase  significantly  for  demographic  reasons.  The 
result  has  been  a  growing  belief  in  many  areas  in  the  potential  and  need 
of  pension  reform.  Owing  to  the  complexity  of  the  old  age  security 
system,  the  issues  raised  affect  all  aspects  of  our  economic  life  and  often 
lead  to  controversial  proposals.  The  contents  of  this  study  throw  light  on 
the  most  important  questions,  such  as: 

to  what  extent  should  one  generation  support  another? 
do  federal/provincial  relationships  affect  the  pension  structure? 
should  any  additional  government  assistance  be  supplied  to  everyone. 


David  W.  Conklin  is  Research  Director  and  Executive  Secretary  of  the 
Ontario  Economic  Council,  Toronto. 
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or  should  it  be  directed  only  to  those  most  in  need? 

do  pension  contributions  affect  savings  rates  and  investment  patterns? 
should  pensions  be  indexed  to  inflation? 

is  the  present  system  unfair  to  homemakers  and  single  women? 

will  reform  proposals  interact  in  undesirable  ways? 

should  government  play  a  greater  or  smaller  role  in  the  future? 

Contributors  to  this  study  draw  on  a  wide  variety  of  experience  and  data 
in  search  of  the  answers  to  these  and  other  questions. 

The  first  three  papers  provide  an  overview  of  the  pension  reform 
issues:  that  by  Adil  Sayeed  summarizes  and  compares  the  positions  advo¬ 
cated  by  several  organizations,  quoting  directly  from  their  reports,  to 
indicate  the  variety  of  recommendations  that  have  been  presented  to  the 
Canadian  public;  that  by  Professor  John  Whalley  and  Colleen  Hamilton 
discusses  the  public  pensions  and  other  income-support  programs  for  the 
elderly  that  are  provided  by  Canadian  governments;  and  the  paper  by 
Professor  James  Pesando  discusses  employer-sponsored  plans  and  govern¬ 
ment  regulations  that  affect  them.  These  papers  can  stand  on  their  own, 
as  they  each  provide  a  broad  survey  and  analysis  of  alternative  reform 
proposals.  The  remaining  papers  focus  on  particular  segments  of  the 
pension  debate. 

Sayeed  summarizes  the  pension  reform  proposals  of  ten  different 
organizations  -  some  of  which  represent  private  business  and  labour  inter¬ 
ests  and  some  of  which  were  appointed  by  governments  to  develop  reform 
recommendations .  Sayeed  divides  proposals  into  two  groups :  those 

dealing  with  public  pensions  and  those  dealing  with  private  pensions.  In 
each  case  he  presents  a  short  description  of  the  issue,  followed  by  a  list 
of  the  recommendations  advocated  by  each  organization.  He  deals  with 
specific  elements  of  the  C/QPP  system:  the  process  of  contributory 
funding;  the  management  of  C/QPP  assets;  the  formula  that  determines 
pension  benefits;  the  survivor  and  disability  provisions;  the  advisability  of 
homemaker  pensions;  and  credit-splitting.  Regarding  reform  proposals 
affecting  private  pension  arrangements,  Sayeed  chooses  six  broad  themes: 
inflation-indexing;  vesting;  survivor  benefits;  credit-splitting;  personal 
retirement-savings  plans;  and  the  pension  plans  that  have  been  developed 
for  public-sector  employees.  Finally,  Sayeed  considers  recommendations  by 
the  ten  organizations  concerning  the  optimal  balance  between  public  and 
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private  pensions.  Throughout  his  paper,  Sayeed's  purpose  is  to  clarify 
the  differences  of  opinion  among  these  organizations  and  to  indicate  areas 
of  agreement.  His  summary  tables  (37,  57)  assist  in  achieving  this 

purpose. 

Hamilton  and  Whalley  discuss  proposals  to  reform  public  pensions.  In 
particular,  they  focus  on  the  proposals  of  the  federal  government's  Green 
Paper.  Their  introduction  summarizes  their  criticisms  of  the  Green  Paper: 
that  it  only  discusses  CPP  benefits,  ignoring  other  public-sector  income- 
support  programs  that  in  fact  are  much  more  substantial;  that  it  ignores 
the  issue  of  whether  such  support  programs  should  be  shifted  from  uni¬ 
versal  coverage  to  higher  payments  aimed  specifically  at  those  most  in 
need;  that  it  fails  to  examine  program  interaction,  through  which  increases 
in  the  CPP  may  be  offset  by  automatic  decreases  in  GIS  and  provincial 
income-supplement  programs;  that  it  does  not  adequately  consider  demo¬ 
graphic  impacts  on  pensions,  particularly  the  financial  difficulties  that  will 
arise  due  to  the  shifts  in  the  population  age  structure;  that  it  does  not 
examine  the  alternatives  between  raising  contributions  or  reducing  bene¬ 
fits;  that  it  does  not  discuss  the  constitutional  role  of  the  provinces  in 
pension  reform;  and  that  it  fails  to  consider  many  of  the  proposals  that 
could  improve  pension  arrangements  in  Canada. 

These  criticisms  of  the  Green  Paper  are  presented  more  fully  through¬ 
out  their  lengthy  report  in  the  context  of  a  positive  analysis  of  public 
pension  theory  and  practice.  They  note  the  important  difference  between 
viewing  public  pensions  as  contributory  programs  that  are  fully  funded 
and  viewing  them  as  ordinary  redistributive  government  expenditures  paid 
out  of  general  revenues .  They  emphasize  that  'The  nature  of  the  political 
process  is  that  future  generations  will  have  to  consent  to  benefits  paid  to 
today's  workers  when  they  retire,  and  will  have  the  political  power  to 
change  benefits  if  they  so  wish'  (68).  Consequently,  there  is  a  'tension 
between  "pension"  and  "redistributive"  aspects  of  our  public  pension 
system'  that  'underlies  many  of  the  comments  made  here  on  the  Green 
Paper  proposals'  (69). 

Hamilton  and  Whalley  note  that  shifts  in  the  population's  age  structure 
will  inevitably  result  in  intergenerational  transfers  through  which  some 
people  will  gain  while  others  lose.  They  comment  on  the  relationships 
between  pension  arrangements  and  other  economic  factors ,  such  as  the 
nation's  savings  rate,  the  willingness  of  people  to  work,  and  the  age  at 
which  people  decide  to  retire.  In  Table  1,  they  examine  the  variety  of 
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public  pension  programs  from  the  perspective  of  total  costs,  number  of 
recipients,  and  benefit  levels;  and  they  analyse  the  detailed  provisions  of 
these  programs. 

Poverty  among  the  current  elderly  receives  special  attention.  Table  5 
examines  the  degree  to  which  the  elderly  rely  on  various  income  sources, 
including  pension  programs.  Table  6  presents  the  levels  of  income-support 
payments  to  different  categories  of  recipients.  These  data  are  then  com¬ 
pared  with  poverty-line  estimates. 

Hamilton  and  Whalley  also  examine  population  projections  to  calculate 
the  impact  of  probable  demographic  changes  on  public  pension  funding. 
They  consider  the  issues  of  special  concern  to  women.  And  they  describe 
provincial  rights  in  the  reform  process,  including  the  opportunity  to 
borrow  from  the  national  CPP  fund. 

In  analysing  pension  reform,  Hamilton  and  Whalley  discuss  not  only 
the  Green  Paper  proposals  but  also  those  found  in  several  other  govern¬ 
ment  and  special-interest  group  reports.  They  refer  to  some  as  'radical 
alternatives',  including  ending  the  universality  of  OAS,  and  administering 
OAS  in  a  similar  way  to  GIS. 

Finally,  Hamilton  and  Whalley  present  their  own  preferred  reforms. 
They  recommend  that  benefits  be  restructured  rather  than  expanded,  since 
they  believe  that  current  benefit  levels  are  adequate  and  that  the  problems 
with  our  system  lie  in  specific,  easily  defined  areas.  In  particular,  they 
favour  a  shift  of  OAS  from  our  universal  basis  to  a  new  income-tested 
basis.  In  addition,  they  recommend  raising  survivor  benefits  and  dis¬ 
ability  benefits,  and  they  feel  that  the  Spouse's  Allowance  should  be 
reduced.  Retirement  age  could  be  increased.  In  general,  they  feel  that 
our  current  system  is  unnecessarily  complex  and  confusing  and  should  be 
simplified,  perhaps  through  creation  of  a  single,  income-tested  program. 
Having  placed  great  emphasis  on  an  impending  funding  crisis,  Hamilton  and 
Whalley  urge  action  immediately,  particularly  to  raise  contribution  rates  for 
the  CPP  and  also  to  provide  funding  for  future  OAS-GIS  and  health-care 
costs  through  the  shifting  of  government  budgets  to  a  surplus  position. 
Whether  by  raising  contribution  rates  or  reducing  benefits  -  or  a  combin¬ 
ation  -  our  society  must  achieve  sustainable  balance  in  its  funding  and 
commitments  for  public  pensions. 

Pesando  has  analysed  the  Green  Paper  proposals  for  the  reform  of 
employer-sponsored  pension  plans.  He  begins  with  an  examination  of  'the 
two  major ..  .reasons  why  firms  provide  defined-benefit  plans  for  their 
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employees.  The  first  is  that  pensions  represent  a  tax-favoured  vehicle  for 
saving... The  second... is  that  these  plans  may  play  a  central  role  in 
incentive-oriented,  long-term  labour  contracts'  (138-9).  Since  labour 
turnover  imposes  employer  costs,  firms  have  not  been  eager  to  facilitate 
pension  portability.  Furthermore,  if  earlier  vesting  is  legislated,  then 
firms  may  adopt  alternative  approaches  to  reduce  labour  turnover  such  as 
steeper  wage  grids,  and  they  may  reduce  employer  investment  in  the  know¬ 
ledge  and  skills  of  employees. 

Pesando  discusses  the  incidence  of  pension  costs,  noting  that  the 
worker  'bears  the  cost  of  improved  pension  benefits ...  via  reduced  current 
wages  or  other  concessions  in  the  total  compensation  package'  (140).  An 
exception  occurs  when  legislated  improvements  are  made  retroactive,  a 
situation  which  he  describes  as  'bad  public  policy'  (141).  He  notes  that 
many  workers  prefer  not  to  participate  in  private  plans.  He  emphasizes 
that  many  reform  proposals  are  based  on  an  'outright  paternalism'  which 
believes  that  'if  left  to  their  own  discretion,  workers  may  make  inappropri¬ 
ate  consumption-saving  decisions  and  thus  allocate  too  little  of  their  life¬ 
time  earnings  to  provide  for  their  consumption  needs  during  retirement' 
(142).  The  fact  that  some  workers  lack  secure  pension  arrangements  is 
not  necessarily  unfair  as  the  Green  Paper  suggests,  but  rather  may  reflect 
the  conscious  decisions  of  workers  to  opt  for  other  forms  of  compensation. 
'The  Green  Paper  gives  too  little  recognition  to  the  fact  that  active  employ¬ 
ees  have  recourse  to  formal  or  informal  bargaining,  and  that  -  at  least  in 
certain  instances  -  this  fact  is  important  in  the  design  of  reform  initia¬ 
tives'  (143). 

Pesando  examines  many  of  the  Green  Paper  proposals,  covering  the 
issues  of  earlier  vesting  and  locking-in,  the  enhanced  role  of  money- 
purchase  plans,  particularly  the  Registered  Pension  Account  (RPA),  im¬ 
proved  portability,  credit-splitting  and  spousal  survivor  benefits,  plan- 
termination  insurance,  and  mandatory  coverage.  Throughout  his  discus¬ 
sion,  he  points  to  specific  criticisms  of  Green  Paper  proposals,  such  as  an 
inappropriate  guide  rate  for  determining  the  accumulated  value  of  an 
employee's  contributions  for  vesting  and  termination  purposes. 

Pesando  discusses  the  concept  of  investment  risk  under  each  of 
money-purchase  and  defined-benefit  plans.  In  this  discussion  he  explains 
that 


there  can  be  no  presumption  that  members  of  money-purchase  plans,  who  can 
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choose  the  desired  degree  of  risk  in  the  context  of  risk-return  trade-offs 
available  in  the  capital  market,  necessarily  bear  more  risk  than  do  members 
of  def ined-benef it  plans.  The  expanded  role  for  money-purchase  plans 
should  not  be  viewed  as  unattractive  on  this  account.  (150) 

A  major  portion  of  Pesando's  report  is  devoted  to  the  issue  of  infla¬ 
tion  protection.  Here  he  reviews  recent  academic  literature  and  then  turns 
to  a  technical  discussion  of  the  mechanics  for  instituting  inflation  protec¬ 
tion  through  various  'excess  earnings'  provisions.  In  this,  Pesando  notes 
that  if  no  floor  and  no  ceiling  are  stipulated  and  if  the  valuation  rate  is 
equal  to  the  base  rate  in  the  excess-earnings  scheme,  then  'providing  plan 
members  with  inflation  protection  through  excess  earnings  is  equivalent  to 
providing  them  with  a  standard  variable  annuity.  If  so,  one  can  analyse 
the  excess-earnings  proposal  by  drawing  upon  results  already  established 
for  variable  annuities'  (157).  This  Pesando  proceeds  to  do.  He  then 
focuses  on  the  choice  of  guide  rate  in  the  Green  Paper  proposal,  namely 
the  five-year,  moving-average  yield  on  a  portfolio  of  long-term  Canada 
bonds.  He  notes  that  this  guide  rate  'does  not  track  the  contemporaneous 
inflation  rate  very  well.  There  will  be  substantial  uncertainty  regarding 
the  real  value  of  the  annuity  payments'  (159).  Furthermore,  'A  plan 
sponsor  could  not  shed  investment  risk  by  holding  long-term  Canada  bonds 
in  the  pension-fund  reserve,  because  the  guide  rate  to  define  excess  earn¬ 
ings  is  the  interest  rate  or  yield  on  long-term  Canada  bonds,  not  the 
return  (i.e.,  inclusive  of  capital  gains  or  losses)  on  these  bonds'  (1600. 

Consequently,  Pesando  argues,  'If  inflation  protection,  properly 
defined  as  the  removal  of  uncertainty  regarding  the  real  value  of  pension 
payments,  is  given  high  priority,  the  guide  rate  should  be  the  yield  on  a 
portfolio  of  very  short-term  bonds,  variable-rate  mortgages,  or  Treasury 
bills'  (161).  Pesando  criticizes  the  Green  Paper  proposal  that  the  excess- 
interest  provisions  be  extended  to  the  accruing  benefits  of  still-active 
workers  who  are  members  of  career-average  and  flat-benefit  plans.  Final¬ 
ly,  he  considers  the  potential  impact  of  the  excess-interest  proposal  on  the 
capital  market. 


To  sum  up,  the  excess-interest  scheme  as  proposed  in  the  Green  Paper  ap¬ 
pears  to  be  flawed  and/or  its  objectives  incompletely  specified.  The  major 
limitations  are:  (1)  insufficient  attention  to  the  basic  criteria  (tilting 
vs .  inflation  protection  of  benefits,  the  opportunity  for  the  plan  sponsor 
to  immunize)  to  determine  the  design  of  the  proposal;  (2)  an  inappropriate 
guide  rate,  at  least  if  the  purpose  is  to  provide  inflation  protection 
per  se;  (3)  insufficient  attention  to  the  investment  incentives  created  by 
the  proposal;  (4)  the  inappropriate  extension  of  the  initiative  to  still- 
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active  workers;  and  (5)  the  element  of  retroactivity  involved  in  the  use  of 
the  7  per  cent  base  rule  for  past-service  credits.  All  of  these  limita¬ 
tions  merit  attention  before  a  final  scheme  is  set  in  place  (165-6). 

The  remaining  papers  amplify  the  analysis  of  particular  issues  raised 
in  the  three  overview  papers.  Comments  by  discussants  add  alternative 
points  of  view. 

Don  Lee  examines  pension  data  in  eight  countries,  and  then  considers 
more  thoroughly  the  historical  experience  of  Sweden,  the  United  Kingdom, 
and  the  United  States  compared  with  that  of  Canada.  He  concludes  that: 


The  experience  of  other  countries  suggests  two  fundamental  conclusions 
about  the  prospects  for  pension  reform  in  Canada:  private  coverage  will 
not  expand  beyond  existing  levels  without  state  intervention;  and  the  scope 
of  public  programs  will  have  to  grow  in  response  to  the  aging  of  our  popu¬ 
lation... The  main  issue  is  not  whether  the  primary  responsibility  for 
delivering  retirement  income  should  fall  on  public  programs  or  private 
initiative.  It  will  fall  on  public  programs.  The  more  substantial  issue 
is,  'On  what  basis  should  the  majority  of  Canadians  become  entitled  to 
adequate  public  pensions?'  If  we  resolve  to  implement  a  public  system 
which  delivers  earned  rights  for  the  majority,  we  can  then  approach  on  a 
constructive  basis  the  supplementary  question,  'What  framework  of  regula¬ 
tion  will  secure  a  continuing  role  for  private  plans?'  (186-7) 

Professor  Keith  Banting  emphasizes  that  'the  decision  rules  which 
govern  any  reform  process  are  critical  to  the  kinds  of  decisions  which 
emerge  from  it... the  key  decision  rules... are  those  implicit  in  our  federal 
system'  (189).  Consequently,  we  must  focus  on  the  federal-provincial 
bargaining  process  if  we  wish  to  understand  the  likely  path  of  reform. 
Here  an  important  element  is  what  Banting  refers  to  as  'a  system  of 
multiple-veto  points'  (194),  in  which  either  the  federal  government  or 
various  combinations  of  provinces  have  the  right  to  block  C/QPP  changes. 
This  he  sees  as  a  conservative  force,  delaying  reform.  Banting  notes  that 
Quebec  governments  have  traditionally  wanted  public  sector  expansion. 
Ontario  governments,  on  the  other  hand,  have  persistently  supported 
policies  encouraging  private  sector  plans,  and  have  felt  that  the  'CPP 
should  not  be  a  tool  of  income  redistribution'  (201).  Meanwhile,  the  feder¬ 
al  government's  experiences  with  expansionist  welfare  programs  'incline  it 
instinctively  towards  a  public  sector  response  to  pension  needs'  (203). 

Professor  Charles  Beach  examines  the  question  'Who  will  pay  for  pro¬ 
posed  public  pension  reforms?'  He  focuses  on  C/QPP  contributions  and  he 
notes  that  these  are  a  type  of  payroll  tax.  Beach  considers  the  effects  of 
four  levels  of  such  tax:  9  per  cent,  12  per  cent,  15  per  cent,  and  20  per 
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cent,  with  each  tax  level  divided  evenly  between  employers  and  employees. 
The  major  thrust  of  this  paper  is  that  the  legal  tax  rate  is  not  the  same  as 
the  effective  tax  rate.  Firms  may  shift  their  tax  forward  onto  consumers 
through  higher  prices  or  backwards  onto  employees  through  lower  wages. 
Similarly,  employees  may  be  able  to  shift  some  of  their  tax  burden,  and 
the  number  of  jobs  may  fall.  Beach  calculates  the  impact  of  each  tax  level 
on  the  number  of  jobs  and  also  on  the  after-tax  earnings  of  several  differ¬ 
ent  groups:  young  men,  older  men,  young  women,  and  older  women. 
Differences  in  the  labour  markets  for  each  of  these  mean  that  some 
workers  have  to  absorb  more  of  the  tax  personally  than  do  others,  while 
some  groups  suffer  more  job  losses  than  do  others  as  a  result  of  the 
higher  employee  costs  faced  by  employers.  Increases  in  C/QPP  contribu¬ 
tion  rates  will  not  affect  all  workers  or  firms  equally. 

Adil  Sayeed  analyses  the  current  arrangements  for  tax-transfer  bene¬ 
fits  for  the  elderly.  He  concludes  that  income  support  for  single  citizens 
is  'clearly  inadequate  when  compared  to  the  assistance  granted  to  married 
couples'  (250).  Sayeed's  calculations  reveal  our  present  system's  gener¬ 
osity  to  the  wealthy  and  lead  to  proposals  that  would  shift  benefits  from 
the  wealthy  to  those  most  in  need.  For  example,  our  current  income  tax 
system  provides  special  old-age  exemptions  and  pension  deductions  which 
benefit  the  rich  much  more  than  the  poor.  These  could  be  eliminated, 
with  income  tax  so  generated  being  transferred  to  the  poor.  Alterna¬ 
tively,  they  could  be  replaced  with  a  refundable,  income-tested  tax  credit. 

Three  discussants  provide  comments  on  the  above  papers.  Professor 
John  Burbidge  concentrates  on  Beach's  remarks.  Professor  Robert  Clark 
defends  the  role  of  OAS  as  having  been,  more  effective  than  the  CPP  in 
redistributing  income  to  those  of  below  average  income.  He  favours  a 
limited  increase  in  the  GIS,  and  he  favours  continued  emphasis  on  the  CPP 
as  a  social  insurance  program  in  which  the  public  would  perceive  correctly 
that  there  was  a  direct  relationship  between  what  they  would  be  contri¬ 
buting  to  it  and  what  they  could  expect  to  get  from  it.  Professor  A. 
Asimakopulos  focuses  on  the  basic  nature  of  public  pensions.  He  criticizes 
the  attempt  by  Hamilton  and  Whalley  to  deal  with  the  CPP  in  terms  of  their 
'pure  pension'  and  'pure  redistribution'  approaches.  Asimakopulos  empha¬ 
sizes  the  usefulness  of  a  social  welfare  function  for  analysing  the  pro¬ 
visions  of  public  pension  plans,  and  suggests  a  broader  context  for  dis¬ 
cussing  intergenerational  transfers.  'A  particular  generation  receives  a 
complex  inheritance  from  the  past.  There  are  many  different  credit  and 
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debit  items'  (277).  The  CPP,  he  claims,  is  'a  hybrid,  a  mixture  of  public 
pension  and  public  savings  plans'  (278),  and  future  generations  can  only 
benefit  indirectly  from  the  existence  of  the  CPP  fund.  The  analogy  be¬ 
tween  the  CPP  and  private  pensions  is  misleading,  and  he  feels  that  it  is 
not  reasonable  to  refer  to  a  'funding  crisis'  in  the  CPP. 

C.  Ross  Healy  discusses  the  likely  impact  of  pension  reform  proposals 
on  the  capital  market.  He  emphasizes  the  importance  of  maintaining  a 
strong,  private  capital  market,  and  warns  that  some  reforms  could  shift 
huge  funds  into  government  hands.  This  could  diminish  the  growth  of 
private  firms  and  could  result  in  unwise  government  investments.  Healy 
stresses  that  'within  17  years,  it  [pension  funds]  will  likely  be  the  domi¬ 
nant  capital  pool  and  main  repository  of  ownership  in  Canada'  (292).  Con¬ 
sequently,  a  fundamental  issue  is  whether  these  funds  will  be  invested  by 
the  private  sector  or  by  governments. 

Professor  Greg  Jump  refers  to  publications  of  other  economists  and 
then  develops  his  own  analysis  in  order  to  predict  the  impact  on  capital 
markets  of  various  types  of  pension  funding.  In  particular,  the  decision 
as  to  how  much  we  should  fund  our  public  pension  plans  -  fully,  partially, 
or  not  at  all  -  may  affect  people's  incentive  to  save,  our  nation's  volume  of 
investment,  and,  consequently,  our  capital  stock.  Jump  acknowledges  that 
Canada  is  able  to  import  capital,  and  so  any  decrease  in  domestic  savings 
due  to  the  impact  of  pension  funding  could  be  offset  by  capital  inflows. 
Nevertheless,  he  notes  that  reliance  on  capital  inflows  will  lead  to  the 
future  transfer  of  real  resources  abroad  to  pay  interest,  and  so  future 
Canadian  incomes  will  be  affected.  Second,  capital  inflows  entail  foreign 
ownership,  which  has  been  'popularly  viewed  as  undesirable'  (299).  Jump 
concludes  that  the  issue  is  unresolved  of  whether  savings  are  reduced  by 
a  pay-as-you-go  pension  system:  'In  my  view  this  risk  is  slight'  (317). 
Jump  shows  that  if  public  pension  funds  are  invested  in  government  secur¬ 
ities,  then  even  a  fully  funded  plan  is  equivalent  to  a  pay-as-you-go 
system  with  regard  to  its  effects  on  domestic  saving.  Jump  suggests  a 
novel  proposal,  that  private  employers  be  allowed  to  invest  CPP  funds,  so 
as  to  maintain  the  advantages  of  decentralized  non-governmental  investment 
decisions. 

Professor  John  Bossons  discusses  'Indexed  bonds  as  an  instrument  of 
pension  reform' .  Bossons  stresses  the  impact  of  inflation  on  the  real  value 
of  pensions,  noting  that  over  the  past  twenty  years,  1963-83,  a  fixed, 
nominal  pension  would  have  experienced  a  72  per  cent  decline  in  real 
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value.  Bossons  discusses  the  benefits  to  be  derived  from  pension  index¬ 
ation,  the  ability  of  indexed-debt  instruments  to  lower  the  costs  of  pro¬ 
viding  indexed  pensions,  and,  finally,  the  feasibility  of  creating  markets 
in  indexed  bonds  for  this  purpose.  He  suggests  that  'without  markets  in 
indexed  bonds,  the  costs  of  requiring  private  pensions  to  be  indexed  are 
probably  unacceptably  high'  (328).  Consequently,  'it  is  important  to 
emphasize  that  the  immunization  of  indexed  pension  liabilities  from  invest¬ 
ment  risk  can  be  virtually  complete  when  the  underlying  funds  are  in¬ 
vested  in  indexed  bonds'  (337).  While  various  excess-interest  schemes  are 
practicable,  'it  is  far  simpler  (and  hence  easier  for  pensioners,  employees, 
and  employers  to  understand)  if  true  indexation  is  implemented  directly' 
(345),  through  the  acquisition  of  indexed  bonds  by  the  investment  port¬ 
folio.  With  this  viewpoint,  Bossons  sees  the  creation  of  markets  for  in¬ 
dexed  bonds  as  a  critical  need.  Canadian  governments  should  assist  the 
development  of  such  markets  by  issuing  indexed  bonds. 

Dr.  C.K.  Marchant  has  analysed  'Registered  Pension  Accounts  (RPAs) 
as  an  instrument  of  pension  reform'.  Under  the  Green  Paper's  proposals, 
the  RPA  would  be  a  new  type  of  pension  fund  similar  in  some  ways  to  the 
current  RRSP.  Contributions  and  investment  earnings  would  avoid  tax¬ 
ation  until  ultimately  received  in  the  form  of  a  pension.  A  key  difference 
from  the  RRSP  is  that  employers  could  contribute  to  it.  Hence,  with  the 
RPA,  employer  contributions  could  be  portable,  and  -  to  facilitate 
portability  -  vesting  could  occur  earlier  than  at  present.  An  important 
Green  Paper  proposal,  however,  would  lock  all  contributions  into  the  RPA 
until  retirement,  as  opposed  to  current  practice  under  which  RRSP  funds 
can  be  withdrawn,  subject  to  income  tax,  at  any  time.  Marchant  is  critical 
of  another  Green  Paper  proposal,  that  every  individual  be  restricted  to 
one  RPA.  This  would  constitute  a  basic  change  from  current  RRSP  pro¬ 
visions  ,  under  which  an  individual  can  have  as  many  RRSPs  as  he  or  she 
chooses.  Marchant  points  to  transition  problems  such  as  the  need,  with 
RPAs,  to  develop  'effective  and  fair  arrangements  for  conversion  of 
vested,  defined-benefit  interests  in  a  pension  plan  to... an  RPA'  (366). 
Marchant  suggests  that  RPAs  could  lead  to  basic  changes  in  the  savings 
and  investment  patterns  of  pension  funds,  with  larger  volumes  of  savings 
and  investment  coming  within  RPAs.  He  discusses  whether  many  small 
businesses  and  self-employed  who  currently  do  not  have  pension  plans 
would  adopt  the  RPA  concept.  Marchant  suggests  several  improvements  in 
the  Green  Paper's  proposals,  including  lifetime  contribution  limits  rather 
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than  annual  limits,  the  right  to  invest  in  foreign  currencies,  and  the 
opportunity  to  have  more  than  one  RPA  per  person. 

Three  discussants  have  examined  the  papers  by  Jump,  Bossons,  and 
Marchant.  Professor  Jack  Mintz  concentrates  on  'The  effect  of  pension 
funding  on  investment,  savings,  and  financial  intermediation'.  He  analyses 
these  relationships  in  the  context  of  a  small,  open  economy  able  to  import 
foreign  capital  at  interest  rates  established  in  international  markets,  and 
he  concludes  that  'While  it  may  be  true  that  aggregate  savings  are  affected 
by  public  pensions,  aggregate  investment  will  not  change  in  an  open 
economy'  (393).  Professor  Ron  Bodkin,  dealing  basically  with  the  paper 
by  Bossons,  states: 

I  do  not  agree  that  indexation  of  private  pension  incomes  should  be  manda¬ 
tory.  My  own  preference  would  be  to  require  indexation  for  at  least  50  per 
cent  (initially)  of  the  retirement-income  payment,  but  to  allow  the  indivi¬ 
dual  to  opt  for  any  proportion  of  indexation  in  excess  of  this  figure 
(403) . 

Professor  Douglas  Purvis  considers  several  broad,  basic  questions:  'why 
do  we  have  (or  need)  pensions?  Who  actually  pays  for  them?  What  type 
of  commitment  should  the  pension  entail?'  (406).  He  emphasizes  the  un¬ 
certainty  surrounding  pension  arrangements  when  inflation  can  reduce 
their  real  value.  He  points  out  that  even  steps  taken  to  index  pensions 
may  not  provide  certainty  since  a  future  generation  may  decide  'to  renege 
on  its  commitment  and  rewrite  public  pensions  to  call  for  a  lower  real- 
income  stream'  (409). 

Three  authors  have  concentrated  on  the  impact  of  pensions  and  pen¬ 
sion  reforms  on  women:  Monica  Townson,  Marie  Corbett,  and  Terry 
Bisset.  Townson  notes  that  'many  people  involved  in  the  pensions  debate 
have  a  rather  limited  view  of  pension  reform  for  women'  (412),  restricting 
their  analysis  to  homemakers  and  surviving  spouses.  Townson  emphasizes 
that  the  traditional  family  'has  already  passed  into  history'  (412).  The 
majority  of  Canadian  women  are  in  the  work  force,  and  so  -  apart  from  the 
primary  issue  of  more  assistance  for  the  current  elderly  -  Townson 
stresses  the  current  poor  pension  coverage  for  working  women.  In  dealing 
with  various  reform  proposals,  she  presents  'the  general  conclusion  that  if 
we  don't  want  the  majority  of  Canadian  women  to  end  up  poor,  as  they  do 
now,  then  pension  reform  cannot  be  based  on  old  myths  and  stereotypes. 
It  must  address  the  new  reality  of  women's  lives'  (416). 

Marie  Corbett  examines  employment  pension  plans  from  the  perspective 
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of  women: 


While  not  discriminatory  in  themselves,  employment  pension  plans  (RPPs)  are 
not  an  effective  source  of  retirement  income  for  women  and  will  continue  to 
be  ineffective  unless  changed  (417-18) .. .First .. .  women  work  predominantly 
in  areas  of  low  coverage ...  Second ,  since  the  amount  of  employment-pension 
income  is  directly  related  to  earnings,  the  lower  earnings  of  women  result 
in  lower  pension  income ...  Third ...  The  requirement  for  long  and  continuous 
service  in  order  to  obtain  a  pension  has  a  devastating  effect  on  women 
because  of  the  nature  of  their  work  patterns  (418) . 

Consequently,  the  most  important  reforms  would  be  to  improve  pension 
rights  on  termination  of  employment  and  to  provide  more  thorough  pension 
coverage  for  part-time  workers.  Corbett  also  urges  that  sex-differentiated 
benefits  should  be  removed  from  all  annuities. 

Terry  Bisset  analyses  the  impact  of  divorce  arrangements  on  pension 
rights.  She  notes  that  'a  rising  divorce  rate  is  a  present-day  reality' 
(426),  and,  consequently,  pension  regulations  should  be  formulated  with 
divorce  in  mind.  'It  appears  that  a  strong  case  can  be  made  for  pensions 
to  be  seen  as  assets  and  therefore  divisible  upon  marriage  breakdown.  If 
that  is  so,  then  the  pivotal  question  becomes  how  to  undertake  this  divi¬ 
sion'  (431). 

Three  authors  discuss  the  optimal  balance  between  public  and  private 
pensions  and  the  optimal  path  for  the  implementation  of  reform:  Clifford 
Pilkey,  Donald  Coxe,  and  Richard  Wietfeldt.  In  his  paper,  'Public  versus 
private  pensions',  Pilkey  presents  the  views  of  the  labour  movement.  He 
indicates  a  basic  dissatisfaction  with  some  private  plans :  'Many  pensioners 
have  come  to  the  conclusion  that  the  wages  sacrificed  to  pay  for  a  company 
plan  do  not  produce  the  retirement  security  which  they  have  a  right  to 
expect  in  return'  (432).  Recognizing  that  our  current  prosperity  grows 
out  of  the  labour  of  previous  generations,  'all  public  pensions  should 
increase  automatically  with  improvements  in  our  standard  of  living'  (433). 
Pilkey  discusses  the  limitations  of  private  plans,  such  as  the  requirements 
for  funding  and  the  risk  that  inflation  adjustments  will  not  be  made  if  the 
employer  goes  out  of  business.  Consequently,  he  expresses  the  opinion 
that  'There  are  no  satisfactory  solutions  to  the  problems  of  coverage  and 
indexation  within  the  framework  of  the  private  system'  (434).  Pilkey  then 
presents  specific  recommendations  to  improve  the  public  system,  including 
increasing  maximum  benefit  levels  from  25  per  cent  to  50  per  cent  of 
pensionable  earnings;  increasing  OAS  to  20  per  cent  of  the  average  indus¬ 
trial  wage;  and  raising  the  GIS. 
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Donald  Coxe  suggests  a  different  view:  'We  know  that,  with  all  its 
faults,  the  current  mix  delivers  adequate  incomes  to  all  but  a  high  percen¬ 
tage  of  the  single  elderly,  who  are  mostly  female.  By  isolating  this  target 
group  for  immediate  action,  we  can,  if  we  have  the  will,  solve  our  current 
problems'  (439).  Referring  to  predictions  of  an  impending  funding  crisis, 
Coxe  argues  that  Hamilton  and  Whalley  underestimated  the  problem  because 
they  did  not  include  the  cost  of  free  drugs  for  the  elderly  or  the  cost  of 
public-sector  pension  plans.  The  latter,  in  particular,  will  prove  difficult 
since  'Most  of  the  biggest  are  either  underfunded  or  not  funded  at  all... 
By  2020,  the  annual  cost  burden  of  these  monsters  may  make  the  CPP  look 
like  a  modest  nuisance'  (441).  Coxe  warns  against  a  doubling  of  the  CPP 
because  of  the  cost  entailed.  Yet  he  does  recommend  inflation  protection, 
earlier  vesting,  improved  portability,  and  more  thorough  disclosure  to  plan 
members  of  pension-fund  investments. 

Richard  Wietfeldt,  representing  some  concerns  of  the  Canadian  Feder¬ 
ation  of  Independent  Business  (CFIB)  claims  that  'the  gaps  in  our  present 
retirement-income  structures  are  relatively  manageable'  (445).  Conse¬ 
quently,  he  feels,  basic  structural  changes  are  not  desirable.  While 
accepting  the  role  of  the  state  to  assure  at  least  a  floor  retirement  income, 
Wietfeldt  argues  that  pensions  should  not  be  structured  to  redistribute 
income  beyond  that  purpose.  Furthermore,  Wietfeldt  advocates  individual 
freedom  to  establish  one's  own  saving  and  investment  decisions,  and  he 
believes  that  the  Green  Paper's  emphasis  on  expanding  the  role  of  govern¬ 
ment  is  not  justified.  'It  is  our  view  that  until  we  find  a  good  argument 
for  further  paternalism  in  regard  to  retirement  income,  we  should  leave 
well  enough  alone'  (451). 

Two  additional  papers  are  included  in  this  volume,  each  based  upon 
comments  presented  in  the  open  discussion  during  the  Conference  on 
Pension  Reform  sponsored  by  the  Ontario  Economic  Council.  'The  coverage 
question  in  the  pension  debate'  provides  an  analysis  by  D.S.  Rudd  of  the 
extent  to  which  people  make  use  of  private  sector  plans.  Rudd  is  re¬ 
sponding  to  those  who  criticize  the  coverage  of  private  plans.  He  exam¬ 
ines  three  different  studies  of  this  issue  -  by  Arnold  Shell,  the  Depart¬ 
ment  of  Health  and  Welfare,  and  the  Task  Force  on  Pensions  of  the  Privy 
Council  Office  -  and  he  presents  data  which  he  has  developed  himself. 
Rudd  pays  particular  attention  to  those  in  the  higher-earnings  groups 
where  private  pension  coverage  becomes  more  important  to  maintain  a 
comparable  standard  of  living  after  retirement.  Rudd  concludes  that: 
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The  studies  indicate  that  private  pension  coverage  is  in  the  area  of  65  to 
70  per  cent  for  those  earning  one-half  of  the  AIW  or  more  and  who  are  in 
the  age  range  of  25  to  64.  If  we  look  at  this  age  range  for  those  earning 
the  AIW  and  up,  coverage  is  in  the  range  of  75  to  80  per  cent.  Further¬ 
more,  all  the  studies  indicate  that  coverage  ratios  increase  with  attained 
age  as  well  as  with  income.  This  is  less  pronounced  for  females,  as  many 
leave  the  labour  force  or  are  in  part-time  employment  (460) . 

Most  of  the  problems  concerning  female  coverage  are  due  to  the  dispro¬ 
portionate  numbers  of  women  in  the  labour  force  at  young  ages  and  with 
lower  incomes  compared  to  those  at  older  ages  and  with  higher  incomes  (due 
to  labour-force  participation  patterns).  The  pension  system,  private  or 
public,  cannot  be  faulted  for  not  providing  significant  employment  pensions 
to  those  who  do  not  make  a  career  of  reasonable  length  in  the  labour  force. 
(463) 


Professor  Leroy  Stone  and  Susan  Fletcher  examine  demographic  fore¬ 
casts  and  explain  'Why  we  should  be  cautious  in  accepting  forecasts  of  the 
dependency  ratios  in  the  21st  century'.  In  particular,  they  criticize  the 
pessimistic  projections  of  Hamilton  and  Whalley  who  'based  suggestions 
about  the  economic  implications  of  future  demographic  trends  on  too  narrow 
a  range  of  possible  demographic  futures ..  .More  time  needs  to  be  spent 
studying  implications  of  the  wider  range  of  alternative  futures'  (474). 
Stone  and  Fletcher  point  to  the  possibility  of  significant  changes  in  mortal¬ 
ity  rates;  and  they  note  the  importance  of  birth  rates  in  determining  the 
total  number  of  society's  dependents  and  the  proportion  of  the  population 
contributing  to  the  retirement-income  pools. 

Stone  and  Fletcher  also  note  that  future  international  migration  may 
alter  current  projections.  Overall,  Stone  and  Fletcher  introduce  a  serious 
warning  that  demographic  surprises  may  occur  and  that  essential  elements 
in  pension  reform  must  be  flexibility  and  innovation  in  order  to  deal  with 
such  changes  if  they  arise. 

The  set  of  papers  in  this  volume  presents  a  wide  variety  of  perspec¬ 
tives  and  analyses  a  wide  variety  of  issues.  Pensions  and  reform  proposals 
affect  each  of  us  individually,  as  well  as  the  aggregate  economic  system 
within  which  we  work.  Hence,  this  subject  -  in  spite  of  its  complexity  - 
deserves  our  attention.  Hopefully,  the  insights  and  analyses  that  follow 
will  assist  the  reader  in  developing  a  more  thorough  understanding  and  a 
more  reasoned  personal  opinion  concerning  pensions  -  a  subject  that  will 
no  doubt  maintain  a  significant  position  in  public  policy  debates  for  years 
to  come. 


16 


A  Survey  of  Pension  Reform 
Recommendations 

Adil  Sayeed 


INTRODUCTION 

This  background  paper  is  intended  to  serve  as  a  source  of  basic  infor¬ 
mation  on  pension  reform  issues.  For  purposes  of  exposition,  pension 
reform  has  been  divided  into  two  broad  categories  -  reform  of  the  public 
pension  system  and  reform  of  the  private  pension  system.  The  major 
issues  pertaining  to  reform  of  the  public  and  private  systems  are  outlined 
briefly.  The  most  recent  available  statistics  are  presented  in  order  to 
shed  light  on  the  current  situation.  Much  of  the  data  reported  is  taken 
from  three  Statistics  Canada  publications:  (1980)  Pension  Plans  in  Canada 
(Catalogue  74-401);  (1982)  'Canada  and  Quebec  Pension  Plans',  Social 
Security  and  National  Programs,  vol.  3  (Catalogue  86-201);  (1982)  'Old 

Age  Security,  Guaranteed  Income  Supplement  and  Spouse's  Allowance', 
Social  Security  and  National  Programs,  vol.  5  (Catalogue  86-509). 

Also  presented  here  are  the  positions  taken  on  pension  reform  by 
prominent  organizations  such  as: 

the  Economic  Council  of  Canada,  which  released  a  report  entitled 
One  in  Three:  Pensions  for  Canadians  to  2030  in  1979; 

the  federal  departments  of  Finance  and  National  Health  and  Welfare, 
which  released  a  discussion  paper  entitled  Better  Pensions  for  Canadians 
(also  known  as  the  Green  Paper)  in  1982; 

the  Canadian  Labour  Congress,  which  published  The  CLC  Proposal  for 
Pension  Reform  in  1982; 

the  Business  Committee  on  Pension  Policy,  which  issued  a  'Consensus 
Statement'  in  1982; 

Adil  Sayeed  is  a  Research  Assistant  with  the  Ontario  Economic  Council. 
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the  Royal  Commission  on  the  Status  of  Pensions  in  Ontario,  which 
released  a  ten-volume  Report  (known  as  the  Haley  Report)  in  1980; 

the  Ontario  Legislative  Assembly  Select  Committee  on  Pensions,  which 
issued  its  Final  Report  in  1982; 

the  Canadian  Association  of  Pension  Supervisory  Authorities  (CAPSA), 
which  published  'A  Consensus  for  Pension  Reform'  (limited  to  private 
pension  issues)  in  1982; 

le  Comite  d'etude  sur  le  financement  du  Regime  de  rentes  et  sur  les 
regimes  supplementaires  de  rentes  appointed  by  the  Government  of  Quebec, 
which  released  a  report  entitled  La  securite  financiere  des  personnes  agees 
au  Quebec  (also  known  as  the  COFIRENTES+  Report)  in  1978.  An  English 
summary  of  the  report  appeared  in  the  May  1978  Bulletin  of  the  Regie  des 
Rentes  du  Quebec  and  is  reprinted  in  The  Retirement  Income  System  in 
Canada:  Problems  and  Alternative  Policies  for  Reform  published  by  the 

federal  Task  Force  on  Retirement  Income  Policy  in  1980; 

the  British  Columbia  Ministry  of  Provincial  Secretary  and  Government 
Services,  which  in  1982  released  a  discussion  paper  called  Developing 
a  Pension  Policy  for  the  Future; 

the  Pension  Committee  of  Manitoba,  which  in  early  1983,  at  the  invita¬ 
tion  of  the  Government  of  Manitoba,  issued  a  report  entitled  'Proposals  for 
Amendments  to  the  Pension  Benefits  Act'  (limited  to  private  pension 
issues) . 

In  order  to  avoid  misrepresenting  the  positions  taken  by  these  organ¬ 
izations,  their  recommendations  are  quoted  directly  wherever  possible. 
Page  number  references,  which  appear  after  these  quotations,  refer  to  the 
publications  listed  above. 

Summary  tables  of  the  above  recommendations  also  follow. 

PUBLIC  PENSION  REFORM  ISSUES 

Public  pensions  can  be  broadly  defined  as  any  payments  by  government  to 
elderly  individuals  made  solely  on  the  basis  of  the  age  and/or  retirement 
status  of  recipients.  The  public  pension  system  consists  of  two  branches: 
a  system  of  transfer  payments  to  those  aged  65  and  over,  and  a  system  of 
earnings-related  benefits  for  retired  individuals  aged  65  and  over  and  for 
disabled  persons  under  the  age  of  65. 

The  bulk  of  transfer  payments  to  the  elderly  is  provided  by  the 
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federal  government.  Six  provincial  governments  -  those  in  the  four  wes¬ 
tern  provinces,  Ontario  and  Nova  Scotia  -  provide  additional  transfer 
payments  to  elderly  residents  of  their  province.  The  Canada  Pension  Plan 
(CPP)  is  operated  by  the  federal  government  and  delivers  benefits  to 
residents  of  all  provinces  except  Quebec.  Changes  in  the  CPP  can  only  be 
implemented  if  the  federal  government  secures  the  agreement  of  seven  of 
the  provincial  governments  representing  two-thirds  of  Canada's  population. 
The  Quebec  Pension  Plan  (QPP)  is  operated  by  the  Quebec  government  for 
Quebec  residents.  Quebec  has  full  control  of  the  QPP,  but  so  far  the  CPP 
and  QPP  have  not  diverged  to  any  significant  degree  in  terms  of  the 
method  of  calculating  benefits  and  funding  of  benefits. 

1  Transfer  payments 

The  federal  government  provides  Old  Age  Security  (OAS)  benefits  of 
$256.67  per  month  (as  of  July  1983)  to  all  Canadians  aged  65  and  over. 
Low-income  senior  citizens  also  receive  Guaranteed  Income  Supplement 
(GIS)  payments.  The  maximum  monthly  GIS  payment  for  a  single  person 
with  no  income  outside  of  the  OAS  benefit  is  $257.68.  The  maximum  month¬ 
ly  GIS  payment  for  a  married  couple  with  no  income  is  $198.67.  Single 
senior  citizens  with  outside  incomes  below  $515  per  month  and  married 
couples  with  incomes  below  $397  are  eligible  for  partial  GIS  payments.  GIS 
benefits  are  $1  less  than  the  maximum  for  every  $2  of  non-OAS  income. 

The  federal  government  also  provides  a  Spouse’s  Allowance  (SPA)  to 
spouses  aged  60  to  64  whose  husbands  or  wives  are  aged  65  or  over.  For 
couples  with  no  other  income  outside  of  transfer  payments,  the  SPA  benefit 
is  equal  to  the  OAS  payment  and  the  maximum  GIS  benefit  that  would  be 
paid  if  the  spouse  was  65  or  over.  SPA  benefits  are  only  available  to 
couples  with  incomes  below  the  GIS  cut-off  level  and  are  reduced  according 
to  the  amount  of  non-OAS  income. 

The  Government  of  Ontario  also  provides  Guaranteed  Annual  Income 
Supplement  (GAINS)  payments  to  low-income  senior  citizens.  Maximum 
GAINS  payments  are  $48.88  per  month  for  single  persons  and  $159.62  for 
married  couples.  GAINS  payments  are  reduced  by  $1  for  every  $2  of 
non-transfer  income  up  to  the  threshold  income  levels  of  $98  per  month  for 
single  persons  and  $319  for  married  couples.  The  combined  effect  of  the 
GIS  and  GAINS  tax-back  rates  means  that  GAINS  recipients  have  their 
benefits  reduced  by  the  full  amount  of  any  non-transfer  income. 
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The  Government  of  Ontario  also  provides  special  annual  grants  to 
Ontario  residents  aged  65  and  over.  The  Ontario  Property  Tax  Grant  is 
worth  $500  per  household  to  homeowners  and  renters  aged  65  and  over. 
Those  eligible  for  the  Property  Tax  Grant  also  receive  a  $20  Temporary 
Home  Heating  Grant.  The  Ontario  Sales  Tax  Grant  amounts  to  $50  per 
year  for  each  Ontario  senior  citizen.  These  grants  are  not  income-tested. 

OAS  and  GIS  benefits  are  adjusted  quarterly  to  reflect  changes  in  the 
Consumer  Price  Index  (CPI).  GIS  benefits  are  fully  indexed.  The  June 
1982  budget  placed  a  cap  of  6  per  cent  on  the  amount  by  which  OAS 
benefits  may  be  increased  in  1983,  with  this  cap  being  reduced  to  5  per 
cent  in  1984.  GAINS  benefits  for  married  senior  citizens  are  fully  indexed 
to  reflect  changes  in  the  CPI.  GAINS  benefits  for  single  persons  are  not 
indexed  and  were  last  adjusted  in  1980.  Ontario  tax  grants  for  senior 
citizens  are  not  indexed. 

OAS  benefits  must  be  reported  as  income  on  personal  income  tax 
returns.  GIS,  SPA,  GAINS  benefits,  and  Ontario  tax  grants  are  not 
taxable . 

In  March  1981  there  were  2,302,841  OAS  recipients,  358,526  recipients 
of  maximum  GIS  benefits,  886,662  recipients  of  partial  GIS  benefits,  and 
85,179  recipients  of  SPA  benefits.  Approximately  170,000  Ontario  senior 
citizens  received  GAINS  benefits. 

In  fiscal  year  1983-84  the  federal  government  expects  to  distribute 
$10.74  billion  in  OAS,  GIS,  and  SPA  payments.  Roughly  70  per  cent  of 
this  total  will  be  accounted  for  by  OAS  payments.  In  1982  the  Ontario 
government  spent  $97  million  on  GAINS  payments  and  $294  million  on  tax 
grants  for  senior  citizens. 

The  combined  total  of  OAS,  GIS,  GAINS,  and  Ontario  tax  grant 
payments  to  a  single  elderly  resident  of  Ontario  with  no  other  income  was 
$6,870.50  in  1982.  This  amount  is  23  per  cent  below  Statistics  Canada's 
low-income  cut-off  level  of  $8,914  for  a  single  person  living  in  a  metropo¬ 
litan  area.  Combined  total  payments  to  a  married  couple  with  no  other 
income  amounted  to  $12,543.70  in  1982,  or  7  per  cent  above  the  low-income 
cut-off  level  of  $11,761  for  a  two-person  household. 

According  to  the  most  recent  estimates  available  from  Statistics 
Canada,  45  per  cent  of  the  65-and-over  population  in  1980  was  unmarried. 
Of  the  single  elderly,  76  per  cent  were  women.  Of  unattached  senior 
citizens  living  alone,  61.5  per  cent  were  living  on  incomes  below  the  low- 
income  cut-off,  compared  to  14.2  per  cent  of  those  senior  citizens  living 
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with  others. 


Policy  recommendations: 


Economic  Council  of  Canada 


We  recommend  that  the  Government  of  Canada  explicitly  state  that  the 
objective  of  the  OAS  and  GIS  programs  is  to  prevent  the  income  of  any 
individual  aged  65  and  over  from  falling  below  some  acceptable  measure  of  a 
low-income  cut-off,  with  that  measure  to  be  determined  in  accordance  with 
the  general  economic  and  social  policies  of  the  time. 

We  recommend  that  all  payments  under  the  OAS  and  GIS  programs  continue  to 
be  indexed  to  the  consumer  price  index. 

We  recommend  that,  while  OAS  payments  should  be  maintained  at  approx¬ 
imately  their  present  level  in  real  terms,  any  increase  in  the  basic  income 
of  the  elderly  take  the  form  of  discretionary  changes  in  the  Guaranteed 
Income  Supplement.  (99-100) 

Green  Paper 


Changes  are  also  required  in  retirement  income  provided  by  governments. 
An  initiative  in  this  area  would  be  an  increase  in  benefits  for  those 
single  elderly  living  with  insufficient  income  as  soon  as  resources  permit. 
Such  increases  are  considered  by  the  government  to  be  one  of  the  priorities 
in  pension  reform.  (57) 

(Note:  The  authors  of  the  Green  Paper  do  not  commit  the  federal  govern¬ 
ment  to  a  specific  position  on  any  issue.  All  Green  Paper  recommendations 
are  'put  forward  for  consideration  and  debate'.) 


Canadian  Labour  Congress 


The  OAS  benefit  should  be  increased  by  25  per  cent  so  that  it  will  re¬ 
present  approximately  17^  per  cent  of  the  average  industrial  wage  rather 
than  14  per  cent  as  it  does  at  present. 

OAS  benefits  should  continue  to  be  indexed  quarterly  to  the  CPI  and  the 
OAS  benefit  should  be  reviewed  every  five  years  to  insure  that  it  repre¬ 
sents  approximately  17^  per  cent  of  the  AIW. 

The  GIS  benefit  for  singles  should  be  increased  by  25  per  cent  and  for 
couples  by  11.5  per  cent. 

GIS  benefits  should  continue  to  be  indexed  quarterly  to  the  CPI  and  the 
GIS  benefit  level  should  be  reviewed  every  five  years  to  insure  that  OAS 
and  GIS  will  guarantee  a  level  of  income  to  the  elderly  that  exceeds  the 
Statistics  Canada  poverty  line  for  Canada's  largest  cities.  (pp .  155-6) 
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Business  Committee  on  Pension  Policy 


The  first  priority  of  federal  and  provincial  governments  in  the  field  of 
pension  policy  should  be  to  ensure  that  the  incomes  of  retired  Canadians 
are  not  less  than  an  appropriate  recognized  poverty  line. 

Guaranteed  Income  Supplement  (GIS)  and  provincial  supplement  programs,  such 
as  the  Guaranteed  Annual  Income  System  (GAINS)  in  Ontario,  should  be  used 
in  preference  to  Old  Age  Security  (OAS)  in  enhancing  income  transfers  for 
those  with  incomes  below  the  poverty  line. 

The  first  government  action  should  be  to  increase  GIS  and/or  provincial 
supplements  for  single  persons  who  are  in  need.  (1) 

Haley  Report  and  Ontario  Select  Committee 


Haley  recommendations  endorsed  by  OSC: 


The  governments  of  Canada  and  Ontario  should  continue  to  guarantee  a 
minimum  level  of  income  to  all  persons  65  and  over  sufficient  to  provide  an 
adequate  amount  of  income  to  allow  them  to  participate  in  Canadian  society. 
(16) 

The  Old  Age  Security  and  Guaranteed  Income  Supplement  programmes  should 
continue  to  be  indexed  quarterly  to  increases  in  the  Consumer  Price  Index. 
The  Guaranteed  Annual  Income  System  (GAINS)  should  continue  to  reflect 
federal  adjustments  for  inflation.  (70) 

The  Government  of  Ontario  should  by  negotiation  seek  to  increase  basic 
payment  levels  of  the  Guaranteed  Income  Supplement  to  remedy  any  inadequacy 
in  the  level  of  'available'  income  received  by  single  persons  and  to  imple¬ 
ment  the  recommended  ratio  between  single  and  married  persons  so  that  the 
single  person  receives  about  60  per  cent  of  the  amount  that  a  married 
couple  receives. 

Until  changes  can  be  made  to  increase  the  GIS  as  recommended,  the  Govern¬ 
ment  of  Ontario  should  increase  without  delay  the  payment  for  GAINS  to 
bring  single  persons  up  to  the  adequacy  level  of  'available  income'  recom¬ 
mended  for  the  year  in  which  the  increase  is  made.  (19) 

Haley  recommendations  rejected  by  the  OSC: 


The  Government  of  Ontario  should  seek  the  phasing-out  of  the  Spouse's 
Allowance  programme.  Those  requiring  income  assistance  under  age  65  should 
be  cared  for  under  the  Family  Benefits  programme  or  similar  programmes 
under  the  Canada  Assistance  Act.  (107) 

The  Government  of  Ontario  should  seek  amendments  to  the  Income  Tax  Act  to 
tax  back  at  a  100  per  cent  rate  payments  of  OAS  for  those  persons  having  a 
net  taxable  income  in  the  year  as  defined  under  the  Income  Tax  Act  of 
$30,000,  with  suitable  notch  provisions  so  that  the  resulting  tax  backs 
will  not  decrease  net  taxable  income  below  $30,000.  (19) 
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COFIRENTES+  Report 


In  order  that  all  Quebec's  elderly  people  may  enjoy  a  decent  standard  of 
living,  the  Committee  recommends  that  universal  non-contributory,  state- 
financed  plans  (i.e.,  the  Old  Age  Security  pension  and  the  Guaranteed 
Income  Supplement)  ensure  a  yearly  income  reaching  at  least  the  poverty 
level  to  all  persons  aged  65  or  over  who  are  without  financial  means.  (3-2) 

B.C.  Discussion  Paper 


...to  the  extent  it  may  be  determined  there  is  a  need  to  increase  the 
minimum  level  of  government-sponsored  retirement  income  benefits,  this  will 
be  most  effectively  achieved  (and  most  cost-effective)  using  some  form  of 
benefit  targeting  mechanism  which  channels  available  funds  to  individuals 
who  most  need  more  income.  (13) 


2.  Funding  of  the  C/QPP 


If  contributions  to  a  pension  plan  during  a  given  period  cover  only  the 
administrative  costs  of  operating  the  plan  and  the  benefits  paid  to  past 
contributors  during  the  period,  the  plan  is  said  to  be  funded  on  a  'pay- 
as-you-go'  basis.  If  contributions  are  large  enough  to  cover  the  future 
benefits  accruing  to  current  contributors  (assuming  that  contributions 
would  be  invested  and  earn  a  rate  of  return,  and  that  current  projections 
of  the  average  lifespan  of  contributors  are  realized),  the  plan  is  said  to  be 
'fully  funded'.  If  the  number  of  pension  recipients  as  a  proportion  of  the 
total  population  is  expected  to  increase,  full  funding  requires  much  larger 
contributions  than  'pay-go'  funding. 

In  a  'pay-go'  system,  those  who  live  the  average  lifetime  and  contri¬ 
bute  during  a  period  when  the  proportion  of  pension  recipients  is  rising 
receive  benefits  that  are  greater  than  what  their  contributions  would  have 
amounted  to  had  they  been  invested  and  earned  the  market  rate  of  return. 
Conversely,  those  who  contribute  during  a  period  when  the  proportion  of 
pension  recipients  is  declining  receive  benefits  that  are  smaller  than  the 
value  of  their  contributions.  These  intergenerational  transfers  do  not 
occur  in  fully  funded  systems. 

Canadians  are  now  required  to  pay  1.8  per  cent  of  wage  and  salary 
income  between  the  year's  basic  exemption  (YBE)  up  to  the  year's  maximum 
pensionable  earnings  (YMPE)  to  the  CPP  or  QPP.  The  YBE  is  currently 
$1,850.  The  YMPE  for  1983  is  $18,500  and  is  scheduled  to  rise  by  12.5 
per  cent  each  year  until  it  equals  the  average  industrial  wage  (AIW).  The 
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AIW  in  1982  was  $20,450.  Employers  are  required  to  match  these  contri¬ 
butions  . 

Annual  contributions  have  always  been  greater  than  annual  benefit 
payments  and  administrative  costs.  However,  contributions  are  not  large 
enough  to  cover  the  expected  future  benefits  of  current  contributors . 
Thus  the  CPP  and  QPP  are  said  to  be  'partially  funded'. 

According  to  current  projections,  benefit  outlays  will  begin  to  exceed 
total  contributions  before  the  end  of  the  decade  if  the  current  contribution 
rates  are  maintained.  The  surplus  funds  accumulated  by  the  CPP  and  QPP 
will  be  completely  exhausted  shortly  after  the  turn  of  the  century.  Con¬ 
sequently,  even  under  a  'pay-go'  system  with  no  surplus  fund,  contri¬ 
bution  rates  will  eventually  have  to  be  increased,  or  CPP  and  QPP  benefits 
will  have  to  be  paid  out  of  general  tax  revenues. 

There  are  now  over  11  million  Canadians  making  contributions  to  the 
CPP  and  QPP. 


Policy  recommendations: 


Economic  Council  of  Canada 


We  recommend  that  the  Government  of  Canada  propose  to  the  provincial 
governments  that  contributions  to  the  Canada  and  Quebec  Pension  Plans  be 
increased  moderately  every  few  years,  beginning  in  the  early  1980s,  in 
order  to  maintain  some  growth  in  the  funds  during  the  remainder  of  this 
century  and  to  reduce  the  burden  that  will  otherwise  fall  in  the  early 
decades  of  the  next  century  on  those  who  are  now  young  workers.  (101) 

Green  Paper 


In  order  to  finance  current  CPP  benefits,  contribution  rates  will  have  to 
rise  to  8-10  per  cent  of  covered  earnings  over  the  next  50  years.  The 
current  CPP  fund,  with  contributions  at  today's  levels,  would  be  adequate 
for  some  20  years  but,  to  avoid  abrupt  changes  at  that  time,  earlier  but 
more  gradual  increases  may  be  considered  desirable.  As  well,  it  may  be 
desirable  to  finance  the  improvements  proposed  above  out  of  special  in¬ 
creases  in  contribution  rates.  The  relationship  between  the  future  CPP 
contribution  rate,  benefit  improvements  and  the  possibility  of  expansion  of 
mandatory  pensions  means  that  CPP  contribution  rate  changes  should  be 
considered  in  a  coordinated  way  with  other  aspects  of  pension  reform.  (58) 

Canadian  Labour  Congress 


The  C/QPP  should  continue  to  be  financed  on  a  basically  pay-as-you-go  basis 
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with  a  reserve  fund  to  be  maintained  at  a  level  equal  to  at  least  the 
following  two  years  benefit  payments  and  administrative  expenses. 

A  formal  mechanism  for  reviewing  and  adjusting  the  C/QPP  contribution  rate 
every  five  years  should  be  created;  the  review  process  should  try  to  anti¬ 
cipate  the  required  contribution  rate  for  the  coming  20  years  and  determine 
the  level  of  annual  contribution  rate  increases  that  will  be  required  to 
meet  the  targeted  pay-as-you-go  rate  required  20  years  in  the  future;  the 
required  annual  increases  should  be  levied  on  contributors  each  year. 

As  part  of  the  process  of  reviewing  the  required  contribution  rates  under 
the  C/QPP,  methods  of  relieving  the  burden  of  increased  C/QPP  contributions 
on  low  income  contributors  should  be  investigated  and  acted  on.  (160-1) 

Business  Committee  on  Pension  Policy 

CPP/QPP  financing  should  be  on  a  pay-as-you-go  basis  with  a  contingency 
fund  for  smoothing  out  the  required  contribution  rates.  If  the  CPP/QPP 
were  funded  like  private  pension  plans,  there  would  be  an  enormous  pool  of 
capital  under  government  control.  If  this  pool  of  capital  were  subcon¬ 
tracted  to  a  large  number  of  private  sector  portfolio  managers  for  invest¬ 
ment  in  the  private  sector  through  the  capital  markets,  there  would  be 
powerful  political  influence  over  the  choice  of  portfolio  managers  and 
where  the  capital  would  be  invested.  The  efficient  investment  of  retire¬ 
ment  savings  is  best  achieved  when  there  is  a  large  number  of  independent 
pension  capital  pools,  administered  by  a  great  many  independent  portfolio 
managers,  each  of  whom  is  seeking  the  best  return  in  the  capital  market¬ 
place.  Increased  funding  of  the  CPP/QPP  would  interfere  with  the  accumu¬ 
lation  of  such  independent  pension  pools.  (2) 

Haley  Report  and  Ontario  Select  Committee  (OSC) 


Haley  recommendations  endorsed  by  OSC: 


The  Canada  Pension  Plan  should  be  funded  on  a  pay-as-you-go  basis,  with  a 
contingency  fund  equal  to  twice  the  estimated  benefit  and  administrative 
cost  payout  three  years  in  advance. 

The  existing  combined  contribution  rate  of  3.6  per  cent  should  continue 
unchanged  until  such  time  as  the  existing  fund  is  reduced  to  the  level 
required  to  satisfy  twice  the  year's  benefit  and  administrative  cost 
pay-out  three  years  in  advance. 

When  an  increase  in  contribution  rates  on  a  pay-as-you-go  basis  is  required 
there  should  be  a  gradual  phasing-in  of  increases  to  approximate  pay-as- 
you-go  rates  by  setting  contribution  rates  six  years  in  advance  of  such 
changes,  to  maintain  a  contingency  fund  at  all  times  equal  to  twice  the 
year's  benefit  and  administrative  cost  pay-out  three  years  in  advance. 
(24) 
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COFIRENTES+  Report 


The  Committee  therefore  proposes  a  method  of  financing  whereby  the  contri¬ 
bution  race  required  to  cover  benefit  payments  and  administration  costs 
would  be  established  over  a  25-year  period;  a  reserve  would  be  set  up  to 
cover  the  equivalent  of  benefits  paid  and  administration  costs  for  the  26th 
year;  an  additional  reserve  would  be  established  to  account  for  discrepan¬ 
cies  between  income  and  expenditures  resulting  from  the  expected  imbalance 
between  the  number  of  beneficiaries  and  the  number  of  contributors  during 
the  period  from  2020  to  2045. 

In  order  to  maintain  the  reserve  at  the  desired  level,  the  Committee 
recommends  that  the  contribution  rate  considered  necessary  after  each 
quinquennial  valuation  be  applied  automatically.  (3-4) 

In  order  merely  to  put  the  Plan  on  a  financially  sound  basis,  assuming  no 
change  is  made  in  its  present  structure,  contributions  will  have  to  be 
increased  from  3.6  per  cent  to  4.2  per  cent  for  the  next  five  years;  this 
rate  will  have  to  be  progressively  brought  to  6  per  cent  before  year  2000. 
(3-1) 

The  proposed  reform  of  the  benefit  structure  would  necessitate  an  addi¬ 
tional  increase  of  2.6  points  in  the  contribution  rate,  which  would  then 
become  6.8  per  cent  for  the  first  five-year  period.  The  employee's  contri¬ 
bution  would  continue  to  apply  only  to  his  pensionable  earnings,  but  the 
employer's  would  be  calculated  on  the  employee's  total  salary.  The 
Committee  feels  that  this  would  result  in  a  more  equitable  treatment  of  all 
businesses  operating  in  Quebec.  (3-3) 

B.C.  Discussion  Paper 


Strengthen  the  finances  of  the  CPP  by  increasing  the  contribution  rate  from 
the  present  3.6  per  cent  rate  by  0.2  per  cent  each  year  for  about  30  years 
to  increase  the  contribution  rate  in  a  gradual  and  orderly  fashion  until  it 
reaches  the  full  level  cost  of  present  benefits  for  new  entrants  to  the 
plan.  (24) 

3  C/QPP  fund  management 


Surplus  funds  accumulated  by  the  CPP  are  invested  in  non-marketable 
provincial  government  securities  with  a  20-year  term  to  maturity.  These 
funds  are  allocated  to  each  province  according  to  the  proportions  of  total 
contributions  to  the  CPP  made  by  residents  of  each  province.  Any  funds 
not  borrowed  by  the  provinces  are  invested  in  federal  government  securi¬ 
ties.  As  of  March  1983,  the  CPP  fund  held  securities  worth  nearly 
$23  billion.  Of  this  total,  $12.3  billion  was  held  in  the  form  of  Ontario 
government  securities. 

The  interest  rate  on  these  securities  is  calculated  as  a  weighted 
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average  of  the  yields  on  federal  securities  with  a  term  to  maturity  of  20 
years  or  more.  This  rate  of  interest  has  always  been  below  the  rates  paid 
on  marketable  provincial  securities. 

The  surplus  fund  accumulated  by  the  QPP  now  exceeds  $9  billion. 
These  funds  are  deposited  with  the  Caisse  de  depot  et  de  placement,  an 
independent  agency  of  the  Quebec  government,  which  invests  the  funds  as 
it  sees  fit  in  corporate  equities  and  securities,  government  securities,  and 
in  mortgages. 

Policy  recommendations: 

Economic  Council  of  Canada 


Issue  discussed  (57-64),  but  no  recommendations  made. 


Green  Paper 


Issue  discussed  (39-40)  but  no  recommendations  made. 


Canadian  Labour  Congress 


The  current  method  of  allocating  C/QPP  savings  is  basically  satisfactory 
but:  i)  there  should  be  no  doubt  about  the  obligation  of  the  provinces  to 
repay  their  loans;  and  ii)  the  provinces  should  borrow  through  provincial 
development  agencies  that  would  be  managed  by  Boards  of  Trustees  made  up  of 
a  majority  of  labour  representatives.  (160) 

Business  Committee  on  Pension  Policy 


See  recommendation  for  C/QPP  funding. 


Haley  Report  and  Ontario  Select  Committee 


Haley  recommendations  endorsed  by  OSC: 


The  investment  structure  of  the  CPP  should  be  altered  to  ensure  the  receipt 
of  market  rates  of  interest  on  the  capital  of  the  fund  and  to  ensure  a 
control  of  investment  through  links  with  normal  market  practices  by 
adopting  the  following  procedures: 

a)  upon  maturity  of  existing  provincial  undertakings,  commencing  in  1986, 
each  obligation  should  be  replaced  with  a  twenty-year  negotiable  bond  with 
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a  fixed  maturity  date  issued  by  a  provincial  Crown  corporation,  guaranteed 
by  the  province  and  accompanied  by  a  certificate  of  the  treasurer  of  the 
province  that  the  proceeds  of  such  bonds  are  being  used 

(i)  to  invest  in  fixed  assets  of  the  provincial  Crown  corporation,  or 
(ii)  to  refinance  outstanding  debt  of  the  provincial  Crown  corporation 
originally  used  to  finance  acquisition  of  fixed  assets; 

b)  the  interest  rate  on  such  new  securities  should  be  at  the  market  rate 
determined  by  the  average  rate  prevailing  in  the  twenty  preceding  trading 
days  on  outstanding  long-term  debt,  issued  by  or  guaranteed  by  the  prov¬ 
ince,  denominated  in  Canadian  dollars;  or  struck  by  reference  to 

(i)  the  average  of  interest  rates  on  all  outstanding  debt  issued  or 
guaranteed  by  participating  provinces,  weighted  according  to  CPP  contri¬ 
butions  in  the  year  of  calculation,  or  (ii)  the  average  interest  rate  on 
outstanding  debt  issued  or  guaranteed  by  the  province  concerned,  with  the 
treasurer  of  the  province  having  the  right  to  elect  between  (i)  and 
(ii)  the  average  interest  rate  on  outstanding  debt  issued  or  guaranteed  by 
the  province  concerned,  with  the  treasurer  of  the  province  having  the  right 
to  elect  between  (i)  and  (ii)  ; 

c)  all  funds  declined  by  the  provinces  in  any  month  should  be  invested  in 

90-day  treasury  bills  of  the  province  concerned,  or  of  the  federal  govern¬ 
ment  if  no  provincial  bills  are  available,  until  such  time  as  the  province 
takes  up  the  funds  against  the  securities  of  a  provincial  Crown  corporation 
as  stipulated  in  a).  (25) 

COFIRENTES+  Report 


The  Committee  feels  that  the  purpose  of  the  reserve  should  be  to  absorb  the 
impact  of  changes  in  economic  conditions  and  in  the  population  ratio  of 
workers  to  retired  people,  and  at  the  same  time  to  reduce  plan  costs 
through  revenues  derived  from  investments.  (3-4) 

B.C.  Discussion  Paper 


Provincial  governments  should  invest  the  CPP  funds  in  real  and  productive 
assets  as  opposed  to  using  them  to  finance  current  expenditures  or  govern¬ 
ment  deficits.  (24) 


4.  C/QPP  benefit  formula 


In  the  Canada  or  Quebec  Pensions  Plans,  the  benefit  received  by  an  indi¬ 
vidual  retiring  at  age  65  is  determined  by  the  following  formula: 


PB.  =  0.25  x  YMPE  +  AER. 

l  l 

where: 
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AER. 

l 

average  earnings  ratio  of  individual  i 

= 

,  PE.  . 

1  V  Ul 

T  ^  YMPE. 

PBi 

= 

C/QPP  benefit  received  by  individual  i 

YMPE 

= 

average  of  year's  maximum  pensionable  earnings  over 
last  3  years  ending  with  retirement 

T 

— 

85  per  cent  of  number  of  years  from  1966  to  year 
individual  reached  age  65 

PE.  . 

UJ 

= 

pensionable  earnings  of  individual  i  during  year  j 
starting  with  1966 

YMPE. 

= 

year's  maximum  pensionable  earnings  in  year  j  starting 
with  1966 

In  calculating  AER^,  the  lowest  15  per  cent  of  yearly  earning  ratios  are 
dropped. 

The  average  YMPE  over  the  last  3  years  has  been  $16,566.  The 
greatest  C/QPP  benefits  have  been  received  by  those  with  AER.  =  1.  The 
maximum  monthly  C/QPP  benefit  is  currently  $345.15. 

Under  the  QPP  benefit  formula,  those  who  drop  out  of  the  labour 
force  to  care  for  dependent  children  are  allowed,  when  computing  their 
AERs,  to  delete  the  earnings  ratios  of  those  years  when  their  children 
were  under  the  age  of  seven.  The  federal  government  and  eight  of  the 
other  provinces  have  passed  the  legislation  necessary  to  introduce  the 
'child-rearing  drop-out'  provision  into  the  CPP  benefit  formula.  The 
government  of  Ontario  has  been  able  to  block  this  provision  by  refusing  to 
give  its  assent.  However,  in  his  1983  budget  statement,  the  Treasurer  of 
Ontario,  the  Hon.  Frank  Miller,  indicated  that  Ontario  was  ending  its 
opposition  to  the  child-rearing  drop-out  provision  and  would  soon  pass  the 
necessary  amending  legislation. 

C/QPP  benefits  are  fully  indexed  to  the  rate  of  change  of  the  Con¬ 
sumer  Price  Index.  C/QPP  benefits  must  be  declared  as  income  for  tax 
purposes . 

In  1981,  the  CPP  and  QPP  paid  out  a  total  of  $2.5  billion  in  retire¬ 
ment  pensions  to  1.1  million  recipients.  Women  accounted  for  32  per  cent 
of  total  recipients  and  received  25  per  cent  of  total  payouts. 
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Policy  recommendations: 


Economic  Council  of  Canada 


The  Council  is  not  prepared  at  this  time  to  recommend  the  establishment  of 
a  supplement  to  CPP  and  QPP  benefits.  (104) 

Green  Paper 


An  increase  in  benefits  and  contributions  by  virtue  of  an  increase  in 
maximum  pensionable  earnings  to  the  level  of  the  average  industrial  wage, 
phased  in  over  three  years.  (57) 

Canadian  Labour  Congress 


The  retirement  benefit  should  be  increased  from  25  to  50  per  cent  of  pre¬ 
retirement  earnings  up  to  the  yearly  maximum  pensionable  earning  (YMPE) . 

The  YMPE  should  be  increased  immediately  to  the  AIW  and  be  indexed  to  it. 

Retirement  benefits  should  be  calculated  on  the  basis  of  the  YMPE  during 
the  year  of  retirement. 

Full  C/QPP  benefits  should  be  available  at  age  60  to  people  who  have  been 
involuntarily  retired  due  to  ill  health  or  long  periods  of  unemployment 
resulting  from  layoffs  and  plant  shutdowns.  (156-7) 

Business  Committee  on  Pension  Policy 


Present  benefit  and  coverage  formulas  under  the  CPP/QPP  should  be  main¬ 
tained  with  no  increases  other  than  the  following: 

(1)  The  Year's  Maximum  Pensionable  Earnings  (YMPE)  should  be  increased 
within  a  short  period  to  be  equal  to  the  Average  Industrial  Wage  (AIW). 

(2)  The  child-rearing  drop-out  provisions  currently  in  the  QPP  should  be 
included  in  the  CPP. 

(3)  Minor  adjustments  could  be  made  to  bring  the  two  plans  into 
uniformity . 

Expansion  of  the  CPP/QPP  benefit  formulas  is  undesirable  for  the  following 
reasons : 

(1)  It  would  not  be  an  effective  way  to  help  those  who  are  presently 
retired . 

(2)  It  would  augment  the  current  dominance  of  governments  in  the  Canadian 
pension  system  and  give  them  too  much  influence  in  the  economy. 

(3)  It  would  reduce  the  supply  of  capital  flowing  to  Canadian  corporations 
from  private  pension  funds  through  the  capital  markets. 

(4)  With  the  CPP/QPP  financed  on  a  pay-as-you-go  basis,  the  ultimate  cost 
of  expanded  benefit  formulas  may  become  unacceptable  to  future  generations 
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of  workers  who  would  be  supporting  the  retirees. 

(5)  If  CPP/QPP  expanded  benefits  were  funded,  there  would  be  even  greater 
adverse  capital  market  consequences  than  in  the  case  of  funding  existing 
benefit  formulas.  (2) 

Haley  Report  and  Ontario  Select  Committee 


Haley  recommendations  endorsed  by  OSC: 


The  Government  of  Ontario  should  resist  any  steps  to  increase  the  existing 
levels  of  retirement  benefits  and  survivor  benefits  under  the  CPP,  or  to 
alter  the  existing  goal  of  25  per  cent  of  the  Average  Industrial  Wage  for 
those  at  the  Yearly  Maximum  Pensionable  Earnings  (YMPE) ,  and  such  benefits 
should  continue  to  be  financed  by  equal  contributions  by  employer  and 
employee.  (26) 

COFIRENTES+  Report 


If  the  Regime  de  rentes  du  Quebec  is  to  fulfill  the  role  assigned  to  it, 
the  Committee  recommends  that  its  income-maintenance  rate,  presently  25  per 
cent  of  the  contributor's  average  pensionable  earnings,  be  raised  to  50 
per  cent  on  the  first  half  of  the  value  of  the  maximum  pensionable 
earnings,  and  remain  at  25  per  cent  for  the  second  half.  Thus,  for  a 
worker  whose  average  earnings  are  at  the  maximum  pensionable  earnings 
level,  his  retirement  pension  under  the  Regime  de  rentes  du  Quebec  would 
represent  37.5  per  cent  of  this  maximum.  The  Committee  recommends  that 
this  proposed  measure  be  applied  both  to  present  and  to  future  benefi¬ 
ciaries.  (3-3) 

B.C.  Discussion  Paper 


Issue  discussed  (22),  but  no  recommendations  made. 


5  Survivor  and  disability  benefits 

Following  the  death  of  a  contributor  to  the  CPP  or  QPP,  a  lump-sum  pay¬ 
ment  equal  to  six  times  the  deceased's  monthly  benefit  (or  what  his  benefit 
would  have  been  in  the  case  of  those  who  die  before  retirement)  is  made  to 
the  estate.  This  payment  cannot  exceed  10  per  cent  of  the  YMPE  at  the 
time  of  death. 

A  surviving  spouse  aged  65  or  over  receives  a  monthly  benefit  equal 
to  60  per  cent  of  the  pension  that  would  have  been  received  by  the  de¬ 
ceased  spouse.  The  maximum  monthly  benefit  for  a  survivor  aged  65  or 
over  is  $207.09.  A  surviving  spouse  between  the  ages  of  45  and  64  re¬ 
ceives  a  monthly  payment  equal  to  $78.60  plus  37.5  per  cent  of  the  pension 
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that  would  have  been  received  by  the  deceased  spouse.  The  maximum 
monthly  benefit  for  a  survivor  under  65  is  $208.03.  Surviving  spouses 
under  the  age  of  45  have  this  benefit  reduced  by  l/120th  for  each  month 
they  were  younger  than  45  at  the  spouse's  death,  unless  they  are  disabled 
or  are  supporting  dependent  children. 

Disability  benefits  are  paid  to  those  under  the  age  of  65  who  have  a 

physical  or  mental  handicap  that  forces  them  out  of  the  labour  force. 

Recipients  are  paid  a  monthly  benefit  equal  to  $78.60  and  75  per  cent  of 
the  retirement  pension  that  would  be  received  if  the  individual  was  aged  65 
or  over.  The  maximum  monthly  disability  benefit  is  $337.46. 

When  individuals  are  eligible  for  more  than  one  pension,  e.g.,  for 
both  a  retirement  benefit  and  a  surviving -spouse's  benefit,  the  combined 
benefit  may  not  exceed  the  maximum  retirement  pension. 

Total  survivor  and  disability  benefits  paid  out  by  the  CPP  and  QPP 

amounted  to  $1.2  billion  in  1981.  Women  received  62  per  cent  of  these 

benefits . 

Policy  recommendations: 


Economic  Council  of  Canada 


We  recommend  that  the  federal  and  provincial  governments  jointly  consider 
easing  the  CPP  and  QPP  disability  provisions  and  expanding  the  disability 
program  so  that  the  qualifying  level  of  disability  would  decrease  with  age. 
(108) 

Survivors'  pensions  discussed  (109),  but  no  recommendations  made. 


Green  Paper 


No  termination  of  survivor  benefits  upon  remarriage. 

An  enhanced  package  of  post-retirement  survivor  benefits  including: 

•  a  lifetime  pension  for  those  over  age  65  of  60  per  cent  of  benefits 
earned  at  the  time  of  a  spouse's  death  (after  credit-splitting); 

•  removal  of  the  current  limit  on  combined  retirement  and  survivor 
pensions . 

As  well,  consideration  should  be  given  to  replacing  survivor  benefits  for 
those  under  age  65  with  a  two-part  structure  incorporating  both  a  bridging 
benefit  and  a  lifetime  continuing  benefit. 
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Improvements  in  disability  benefits  in  the  Canada  Pension  Plan  -  to  in¬ 
crease  the  flat  rate  benefit  to  the  level  of  OAS  and  to  increase  the  maxi¬ 
mum  earnings-related  benefit  to  the  level  of  maximum  retirement  earnings  - 
are  already  being  discussed  with  the  provinces.  (57-8) 

Canadian  Labour  Congress 


Where  credit-splitting  has  taken  place,  survivors  over  65  should  receive  a 
continuing  monthly  benefit  of  50  per  cent  of  the  deceased  contributor's 
retirement  pension;  if  credit-splitting  has  not  taken  place,  survivors  over 
65  should  receive  a  continuing  benefit  of  75  per  cent  of  the  deceased 
contributor's  benefit. 

The  rules  governing  benefits  to  survivors  under  65  should  be  amended  in  the 
following  ways: 

i)  existing  eligibility  requirements  should  be  supplemented  by  a  labour 
force  attachment  test  that  would  preclude  the  payment  of  a  continuing 
monthly  benefit  to  survivors  with  a  substantial  attachment  to  the  labour 
force  that  is  not  likely  to  be  affected  by  the  death  of  a  spouse; 

ii)  the  flat  rate  component  of  the  continuing  benefit  should  be  increased 
to  the  level  of  the  OAS  and  the  earnings  related  component  should  be  raised 
to  three-quarters  of  the  joint  credits  of  the  survivor  and  the  deceased 
contributor  at  the  time  of  the  contributor's  death;  and 

iii)  in  view  of  the  fact  that  the  recipient  of  a  continuing  survivor's 
benefit  may  enter  the  labour  force  for  the  first  time  after  the  death  of  a 
contributor,  the  survivor  should  have  one-half  of  the  joint  credits  earned 
by  the  couple  during  their  marriage  credited  to  their  earnings  record  for 
purposes  of  calculating  an  ultimate  retirement  benefit  and  the  period  spent 
receiving  the  continuing  survivor's  benefit  should  be  dropped  from  their 
earnings  record. 

The  flat  rate  component  of  the  disability  benefit  should  be  raised  to  the 
level  of  the  OAS  and  the  earnings  related  component  should  be  raised  to  100 
per  cent  of  the  retirement  benefit  to  which  the  disabled  contributor  would 
have  become  entitled  had  they  reached  65  at  the  time  they  became  disabled. 

In  cases  where  a  C/QPP  beneficiary  is  receiving  benefits  from  more  than  one 
part  of  the  plan  (e.g.,  survivor  and  retirement  benefits),  the  maximum 
benefit  from  the  two  parts  of  the  plan  should  not  be  limited  to  the  maximum 
retirement  benefit.  (158-60) 

Business  Committee  on  Pension  Policy 


No  recommendation  beyond  general  warning  against  raising  C/QPP  benefits. 


Haley  Report  and  the  Ontario  Select  Committee 


Haley  recommendations  endorsed  by  OSC: 
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Benefits  payable  to  the  survivor  of  a  deceased  contributor  in  receipt  of 
retirement  benefits  should  continue  to  be  approximately  60  per  cent  of  the 
pension  benefit  of  the  deceased  contributor,  and  the  Government  of  Ontario 
should  resist  any  extension  of  the  existing  survivor  benefits. 

COFIRENTES+  Report 


With  regard  to  the  other  benefits  available  under  the  Regime  de  rentes  du 
Quebec  (disability  pensions,  pensions  for  disabled  contributors'  children, 
surviving  spouse's  pensions,  orphan's  pensions  and  death  benefits)  the 
Committee's  recommendations  concentrate  on  the  surviving  spouse's  pension. 
This  pension  would  be  substantially  increased,  but  would  be  paid  only  on  a 
temporary  basis,  during  a  period  of  adaptation.  It  would  be  progressively 
reduced  after  the  last  child's  seventh  birthday.  The  pension  amount  would 
be  graduated  according  to  the  number  of  dependent  children,  and  the  or¬ 
phan's  pension  as  such  would  be  eliminated.  At  the  end  of  the  adaptation 
period,  the  pension  would  be  terminated;  if  the  beneficiary's  financial 
situation  warranted,  the  pension  would  be  replaced  by  social  aid.  The  new 
provisions  would  apply  only  to  surviving  spouses  who,  at  the  time  the 
reform  became  effective,  were  under  age  35  and  had  dependent  children. 
Present  provisions  would  be  maintained  in  the  case  of  surviving  spouses 
aged  35  and  over.  (3-3) 

B.C.  Discussion  Paper 


Issue  discussed  (20),  but  no  recommendations  made. 


6  Homemaker  benefits 


Some  critics  of  the  existing  C/QPP  benefit  formula  argue  that  the  value  of 
household  work  performed  by  non-working  spouses  should  be  recognized 
through  the  establishment  of  a  system  of  homemaker  benefits.  The  Canada 
Pension  Plan  Advisory  Committee  has  recommended  that  the  working 
member  of  a  household  containing  a  non-working  spouse  be  reguired  to 
contribute  3.6  per  cent  of  the  implicit  value  of  household  work  performed 
by  the  non-working  spouse.  The  implicit  value  of  household  work  would 
be  set  equal  to  50  per  cent  of  the  average  industrial  wage.  It  has  been 
suggested  that  homemaker  benefits,  which  would  grant  non-working 
spouses  pensions  in  their  own  right,  could  replace  the  system  of  survivor 
benefits.  Others  have  proposed  a  voluntary  system  of  homemaker  benefits 
in  which  benefits  would  only  be  paid  if  contributions  had  been  voluntarily 
made  by  the  working  member  on  behalf  of  the  non-working  spouse. 


34 


Policy  recommendations: 


Economic  Council  of  Canada 


Issue  discussed  (109),  but  no  recommendations  made. 


Green  Paper 


Issue  discussed  with  general  conclusion  that: 


The  Government  of  Canada  has  not,  however,  seen  alternatives  which  are  free 
of  important  shortcomings.  (33) 

Canadian  Labour  Congress 


. . .we  have  substantial  reservations  about  including  direct  contributions  on 
behalf  of  homemakers  in  the  C/QPP...of  the  various  proposals  to  include 
homemaker  contributions ,  the  only  one  that  we  are  adamantly  opposed  to  is 
the  system  of  voluntary  contributions...  (55) 

Business  Committee  on  Pension  Policy 


No  recommendation  beyond  general  warning  against  increased  benefits. 


Haley  Report  and  Ontario  Select  Committee 


Haley  recommendation  endorsed  by  OSC: 


The  Government  of  Ontario  should  support  the  continuation  of  the  CPP  for 
the  present  on  a  compulsory  and  ' earnings-related '  basis  and  resist  any 
extension  of  coverage  to  unpaid  workers.  (26) 

COFIRENTES+  Report 


Issue  not  discussed. 


B.C.  Discussion  Paper 


The  proposal  that  the  CPP  be  amended  so  that  contributions  can  be  made 
voluntarily  by  or  on  behalf  of  a  homemaker  presents  many  practical  prob¬ 
lems.  Such  a  scheme  would  almost  certainly  benefit  higher  income  families 
disproportionately,  as  they  would  be  in  the  best  financial  position  to 
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participate.  Furthermore,  homemakers  are  not  the  only  group  of  persons  who 
perform  non-paid  work  in  our  society.  (5) 


7  Credit-splitting 


Another  suggested  means  of  increasing  C/QPP  benefits  for  women  is  the 
practice  of  'credit-splitting'.  Credit-splitting  involves  the  automatic  divi¬ 
sion  of  C/QPP  credits  earned  by  married  couples.  Each  spouse  would  be 
entitled  to  half  of  the  pension  credits  earned  by  the  other  member  while 
married.  Credit-splitting  is  said  to  be  consistent  with  the  conception  of 
marriage  as  a  joint  partnership.  Currently,  credit-splitting  can  be  put 
into  effect  as  part  of  a  divorce  settlement,  but  this  practice  is  not 
mandatory. 

Policy  recommendations: 

Economic  Council  of  Canada 


Issue  discussed  (109),  but  no  recommendation  made. 


Green  Paper 


Extension  of  current  credit-splitting  arrangements  to  reflect  the  fact  that 
both  spouses  contribute  to  and  jointly  own  benefits  by: 

•  making  disability  benefits  payable  to  either  spouse  upon  disability; 

•  providing  immediate  death  benefits  on  behalf  of  either  spouse; 

•  providing  a  split  of  potential  benefits  in  case  of  three  years  of 
separation ; 

•  providing  separate  pension  benefits  when  the  younger  spouse  reaches  65. 
(57) 

Canadian  Labour  Congress 


The  C/QPP  retirement  benefits  of  married  contributors  that  are  earned 
during  a  marriage  should  be  split  equally  between  the  two  spouses  when  the 
younger  spouse  reaches  age  65. 


The  equal  division  of  C/QPP  credits  on  divorce  should  be  mandatory.  (158) 
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maximum  CIS  to  rates  to  maintain  reduce  financing  .375  x  YMPE  x  AER  benefits 

poverty  line  reserve  =  payouts  from  contributions 

in  26th  yr.  ahead 


Business  Committee  on  Pension  Policy 


The  CPP/QPP  principle  of  splitting  credits  upon  dissolution  of  marriage 
should  not  be  extended  to  create  a  division  of  credits  during  marriage.  (2) 

Haley  Report  and  Ontario  Select  Committee 


Haley  recommendations  endorsed  by  OSC: 


The  Government  of  Ontario  should  take  no  steps  to  extend  the  principle  of 
credit-splitting  upon  dissolution  of  marriage  to  create  a  division  of 
credits  during  marriage.  (25) 

COFIRENTES+  Report 


Issue  not  discussed. 
B.C.  Discussion  Paper 


Issue  not  discussed. 


PRIVATE  PENSION  REFORM 

Private  pensions  can  be  broadly  defined  as  regular  retirement  income 
secured  by  individuals  through  arrangements  with  their  employers  or  with 
financial  institutions.  Occupational  pensions  are  provided  to  retired 
employees  by  employers  out  of  specified  funds  to  which  either  the  employee 
or  employer  or  both  have  made  contributions  during  the  term  of  employ¬ 
ment.  Regular  retirement  income  can  also  be  secured  by  individuals  on 
their  own  by  making  contributions  to  savings  instruments  especially 
designed  to  deliver  income  after  retirement.  According  to  the  most  recent 
figures,  55  per  cent  of  male  contributors  to  the  CPP  or  QPP  also  belong  to 
an  occupational  plan  or  make  contributions  to  personal  retirement  savings 
instruments.  The  corresponding  figure  for  female  C/QPP  contributors  is 
41  per  cent.  In  1979,  828,993  Canadians  received  a  total  of  $3.3  billion  in 
benefits  from  occupational  pension  plans.  The  average  annual  pension  was 
$3,930.  Data  showing  income  from  RRSPs  and  other  savings  instruments 
are  not  available. 
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The  provincial  governments  have  the  power  to  regulate  occupational 
pension  plans.  Occupational  plans  are  registered  in  the  province  where 
the  majority  of  plan  members  reside.  The  governments  of  Ontario, 
Quebec,  Nova  Scotia,  Alberta,  Saskatchewan,  and  Manitoba  have  enacted 
legislation  setting  minimum  standards  for  the  plans  registered  in  their 
province.  New  Brunswick  and  British  Columbia  have  recently  made  plans 
to  introduce  similar  legislation.  The  provinces  have  tried  to  harmonize 
their  regulations  as  much  as  possible. 

1  Inflation-indexing 


The  erosion  of  pension  benefits  in  real  terms  due  to  inflation  is  often  said 
to  be  the  greatest  shortcoming  of  the  occupational  pension  system.  Infla¬ 
tion  can  pose  a  threat  to  benefits  both  before  and  after  retirement. 

If  a  particular  benefit  formula  provides  pensions  in  nominal  terms  on 
the  basis  of  the  money  value  of  past  contributions,  benefits  in  real  terms 
at  retirement  during  a  period  of  high  inflation  may  be  substantially  less 
than  what  contributions  would  have  amounted  to  had  they  been  invested. 
Money-purchase  pension  plans,  which  allow  plan  members  to  purchase  an 
annuity  at  retirement  with  the  total  sum  of  their  past  contributions  plus 
interest  earned,  are  one  means  of  avoiding  this  problem.  If  the  benefit 
formula  is  based  on  final  average  or  best  earnings  before  retirement,  this 
problem  is  also  minimized. 

In  addition,  if  the  money  value  of  a  pension  benefit  is  fixed  at  retire¬ 
ment,  a  positive  rate  of  inflation  will  reduce  the  purchasing  power  of  that 
benefit  during  retirement.  If  pension  benefits  are  indexed  to  the  Consum¬ 
er  Price  Index,  this  problem  does  not  arise.  Only  21.1  per  cent  of  mem¬ 
bers  of  occupational  pension  plans  in  1980  received  automatic  full  indexa¬ 
tion  of  benefits.  Another  10.4  per  cent  of  occupational  plan  members  were 
covered  by  partial  indexing. 

There  is  a  striking  discrepancy  between  the  incidence  of  indexing  in 
public  sector  and  private  sector  plans.  Of  members  of  public  sector 
plans,  65.4  per  cent  received  some  indexing,  compared  to  only  4.9  per 
cent  of  members  of  private  sector  plans.  Some  non-indexed  pensions  have 
been  increased  periodically  on  an  ad  hoc  basis  to  compensate  pensioners 
for  higher  living  costs . 
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Policy  recommendations: 


Economic  Council  of  Canada 


We  recommend  that... the  federal  government  should  be  prepared  to  sell 
price-indexed  annuities.  Such  annuities  would  be  limited  to  purchases  by 
individuals  out  of  the  proceeds  of  registered  retirement  savings  plans,  and 
by  pension  funds  that  meet  defined  standards  on  behalf  of  individuals  at 
the  time  of  or  after  retirement  from  the  labour  force.  (104) 

Canadian  Association  of  Pension  Supervisory  Authorities 


That  the  legislation  should  require  each  plan  to  adjust  all  pension  bene¬ 
fits  by  the  excess  interest  method,  subject  to  practical  rules  and  certain 
transitional  arrangements,  as  described  below.  Pension  benefits  as  used 
here  include  pensions  in  payment  to  retired  employees,  deferred  pensions 
payable  to  terminated  employees  and  accrued  benefits  of  active  employees. 

As  proposed,  the  excess  interest  method  requires  the  determination  of  two 
rates  of  investment  income  herein  referred  to  as  the  base  rate  and  the 
guide  rate. 

The  consensus  is  that  the  base  rate  should  be  set  at  3\  per  cent  and  the 
guide  rate  at  the  average  yield  rate  in  the  market  on  long-term  federal 
government  bonds  (ten  years  and  over)  over  the  most  recent  five  calendar 
years.  This  is  currently  about  11  per  cent.  The  adjustment  factor  would 
be  the  difference  between  the  base  rate  and  the  guide  rate. 

The  adjustment  factor  should  be  applied  to  pensions  in  payment,  deferred 
pensions  and  accrued  pensions  to  active  employees,  all  in  respect  of 
benefits  arising  from  service  after  the  effective  date,  i.e.,  the  date 
these  changes  come  into  effect.  For  benefits  arising  from  service  prior  to 
that  date,  a  special  adjustment  factor  would  be  used,  being  the  difference 
between  the  guide  rate  and  a  modified  base  rate,  set  at  7  per  cent.  (5-8) 

Green  Paper 


Requiring  a  minimum  degree  of  inflation  protection,  so  that  pension  bene¬ 
fits  would  be  increased  each  year  by  at  least  a  prescribed  amount.  The 
excess  interest  approach  with  adjustments  based  on  the  five-year  average 
yield  on  long-term  Government  of  Canada  bonds  minus  3.5  per  cent  merits 
careful  consideration.  Benefits  earned  to  date,  including  those  currently 
in  pay,  could  be  adjusted  by  at  least  the  five-year  average  yield  minus  7 
per  cent.  (56) 

Canadian  Labour  Congress 


Pension  fund  earnings  in  excess  of  those  used  for  purposes  of  actuarial 
valuations  must  be  used  to  improve  pension  benefits  and  the  excess  earnings 
attributable  to  current  retirees  and  the  vested  benefits  of  terminated 
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employees  must  be  used  to  improve  benefits;  the  earnings  assumption  used 
for  purposes  of  actuarial  valuations  should  be  subject  to  a  maximum  that 
would  limit  the  use  of  inflation  induced  earnings  that  are  attributable  to 
current  retirees  and  deferred  vesteds  to  finance  the  benefits  of  active 
workers.  (162) 

Business  Committee  on  Pension  Policy 


The  private  pension  system  should  not  be  subject  to  the  open-ended  cost  of 
indexed  benefits.  Such  unlimited  commitments  are  financially  unacceptable. 

The  issue  of  inflation  protection  is  a  matter  of  great  concern.  Pension 
adjustments  to  provide  some  protection  against  inflation  are  now  being 
granted  voluntarily  by  many  employers  according  to  their  individual  finan¬ 
cial  capability.  Extension  of  this  approach  should  be  encouraged  and 
efforts  should  be  continued  to  develop  additional  approaches  to  the  problem 
that  do  not  in  themselves  contribute  to  inflation.  (3) 

Haley  Report  and  Ontario  Select  Committee 


Haley  recommendation  rejected  by  OSC: 

The  Commission  recommends  that  the  Government  of  Ontario  seek  changes  in 
the  Income  Tax  Act  (Canada)  and  the  Income  Tax  Act  (Ontario)  to  introduce  a 
refundable  Inflation  Tax  Credit  for  all  residents  of  Ontario  aged  68  and 
over  to  protect  from  inflation  a  measure  of  total  retirement  income  above 
the  level  of  government  floor  programmes  (OAS,  GIS,  CPP,  and  GAINS),  in 
step  with  cumulative  changes  in  the  Consumer  Price  Index.  (70-1) 

OSC  recommendation: 


The  Pension  Commission  of  Ontario  should  proceed  with  the  development  of 
legislation  utilizing  the  excess  interest  approach  with  a  phasing-in  period 
to  ease  the  cost  impact.  (92) 

COFIRENTES+  Report 


Futhermore,  the  Committee  recommends  that  part  of  the  additional  revenue  on 
investments  attributable  to  inflation  be  applied  in  future  to  pension 
increases.  (3-4) 

Pension  Commission  of  Manitoba 


The  Pension  Benefits  Act  should  be  amended  to  incorporate  the  method  for 
protection  of  pensions  against  inflation  which  is  outlined  in  the  CAPSA 
paper,  'A  Consensus  for  Pension  Reform',  and  the  federal  green  paper, 
'Better  Pensions  for  Canadians'.  (17) 
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B.C.  Discussion  Paper 


Issue  discussed  (16,  22),  but  no  specific  recommendations  made. 
2  Vesting 


Vesting  is  the  employee's  right  to  the  past  contributions  made  by  the 
employer  on  his  behalf,  if  employment  is  terminated  before  retirement. 
The  federal  government  and  the  governments  of  Ontario,  Quebec,  Alberta, 
and  Nova  Scotia  have  enacted  legislation  reguiring  occupational  pension 
plans  to  vest  employer  contributions  made  on  behalf  of  any  plan  member 
aged  45  or  over  who  terminates  employment  after  10  years  of  service  or 
more.  The  legislation  also  requires  that  both  employee  and  employer 
contributions  of  vested  plan  members  must  be  'locked-in'.  In  other  words, 
the  terminating  employee  cannot  withdraw  his  pension  contributions  in  the 
form  of  a  cash  payment,  but  must  wait  until  retirement  before  receiving  a 
pension  based  on  his  or  her  vested  contributions. 

Legislation  in  Manitoba  and  Saskatchewan  differs  slightly  from  legis¬ 
lation  in  other  jurisdictions.  In  Manitoba  vesting  is  required  after  ten 
years  of  service  regardless  of  age.  In  Saskatchewan  vesting  is  mandatory 
for  all  plan  members  whose  age  plus  years  of  service  total  45,  provided 
that  at  least  one  year  of  service  is  completed  prior  to  termination.  In  all 
jurisdictions,  some  plans  contain  more  generous  vesting  provisions  than  is 
legally  required. 

Policy  recommendations: 


Economic  Council  of  Canada 


We  recommend  that  the  federal  and  provincial  governments  consider  requir¬ 
ing,  as  a  minimum,  graded  vesting  of  employer- funded  pension  credits,  with 
20  per  cent  being  vested  each  year  until  full  vesting  is  reached  after  five 
years  of  employment  with  the  plan  sponsor.  We  further  recommend  that  all 
vested  pension  credits  be  locked-in  until  retirement  or  that  their  value  be 
deposited  in  a  special  locked-in  registered  retirement  savings  plan  for 
employees.  When  the  contributions  plus  accrued  interest  of  employees  who 
change  jobs  exceeds  the  value  of  their  deferred  annuity,  the  excess  should 
be  returned  to  them.  (105) 
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Canadian  Association  of  Pension  Supervisory  Authorities 


All  benefits  should  vest  in  the  plan  member  after  two  years  of  employment 
with  the  employer  (regardless  of  period  of  membership  in  the  plan)  or,  in 
the  case  of  a  multi-employer  plan,  after  two  years  in  the  plan  (regardless 
of  period  of  employment  with  the  current  employer).  However,  this  would 
apply  only  to  benefits  accruing  after  the  effective  date. 

On  termination  of  service  before  vesting,  the  employee  should  be  entitled 
to  a  refund  of  his  own  contributions  with  interest.  For  any  period  after 
the  effective  date  of  the  legislation,  the  interest  rate  to  be  applied  each 
year  to  employee  contributions,  including  contributions  accumulated  to  that 
date,  would  (except  for  non-insured  money  purchase  plans)  be  not  less  than 
the  guide  rate  determined  for  that  year  for  the  purpose  of  inflation  ad¬ 
justment.  The  rate  of  interest  to  be  used  for  periods  prior  to  the  effect¬ 
ive  date  would  not  be  prescribed  by  law  but  would  be  left  to  the  terms  of 
the  plan  as  they  stood  before  enactment  of  these  provisions.  (18-19) 

Green  Paper 


Vesting  of  contributions  after  two  years,  with  employers  paying  for  at 
least  half  the  benefit  and  with  accrued  interest  on  employee  contributions 
at  least  at  the  five-year  average  yield  on  long-term  Government  of  Canada 
bonds . 

Improved  portability  of  vested  pensions  by  transfers  among  employer-spon¬ 
sored  plans,  transfers  to  RPAs  or  election  of  deferred  inflation-protected 
pension  benefits  by  employees  who  change  employers  prior  to  retirement. 
(56) 

Canadian  Labour  Congress 


Vesting  should  be  full  and  automatic  after  two  years  of  service. 

Under  contributory  pension  plans: 

i)  an  employee's  contributions  plus  interest  must  not  exceed  \  of  the 
commuted  value  of  deferred  vested  benefits  and  employee  contributions  and 
interest  in  excess  of  this  amount  must  be  refunded  to  the  employee,  trans¬ 
ferred  to  an  RRSP,  or  left  in  the  pension  plan  as  a  voluntary  contribution; 
and , 

ii)  refunded  employee  contributions  must  bear  a  rate  of  interest  no  less 
than  the  net  rate  of  return  on  the  pension  fund. 

In  cases  where  an  employee  has  earned  the  right  to  a  deferred  vested  bene¬ 
fit  but  dies  before  becoming  eligible  to  receive  it,  the  commuted  value  of 
the  benefit  must  be  paid  to  the  employee's  estate  or  a  continuing  benefit 
of  an  actuarially  equivalent  value  must  be  paid  to  a  surviving  beneficiary. 
(161) 
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Business  Committee  on  Pension  Policy 


Pension  legislation  should  be  amended  to  provide  the  following: 

1)  Vesting  to  be  after  the  earlier  of  (a)  five  years  of  service  and 
attainment  of  age  30,  or  (b)  one  year  of  service  if  age  plus  service  equal 
at  least  45.  Vested  benefits  to  be  locked  in. 

2)  Upon  termination  of  employment,  an  employee  to  have  the  right  to 
transfer  at  least  50  per  cent  of  the  employee's  total  locked-in,  non- 
commutable  benefit  to  a  locked-in  RRSP  or  to  a  receptive  pension  plan  of  a 
new  employer. 

3)  At  least  one-half  of  the  benefit  on  termination  of  service  or  retire- 

(4) 


a  Provincial  Universal 
should  be  amended  to 
pension  plans  be  upon 
employer  or  ten  years' 
age  requirement.  (31) 

OSC  recommendations: 


ment  to  be  provided  by  the  employer's  contribution. 
Haley  Report  and  Ontario  Select  Committee 

Haley  recommendations  rejected  by  OSC: 

If  the  Government  of  Ontario  enacts  legislation  for 
Retirement  Savings  Plan,  the  Pension  Benefits  Act 
provide  that  the  minimum  vesting  in  all  employment 
completion  of  ten  years'  continuous  service  with  an 
membership  in  the  pension  plan,  and  that  there  be  no 


The  Pension  Benefits  Act  should  be  amended  to  require  vesting  after  five 
years  of  service  or  five  years  of  membership  in  the  plan.  This  change 
should  take  effect  before  the  end  of  1982. 

The  Pension  Commission  of  Ontario  should  review  the  results  of  the  change 
within  three  years  time  of  the  change,  with  a  view  to  moving  towards  an 
earlier  vesting  period. 

The  refund  on  termination  of  employment  of  unvested  employees  [should!  be 
equal  to  at  least  contributions  with  interest  calculated  at  1  per  cent 
below  the  annualized  rate  paid  by  Canadian  chartered  banks  on  non-chequing 
accounts,  compounded  annually. 

All  benefits  should  continue  to  be  locked-in  when  they  vest.  The  right  to 
commute  25  per  cent  of  the  vested  benefit  should  be  ended  by  amending  the 
Pension  Benefits  Act.  However,  cash  commutation  should  continue  to  be 
allowed  where  the  value  of  the  deferred  monthly  benefit  at  normal  retire¬ 
ment  age  is  $25  a  month  or  less. 

The  Pension  Benefits  Act  should  be  amended  to  provide  that  upon  termination 
of  employment,  the  employee  has  the  right  to  transfer  at  least  50  per  cent 
of  the  employee's  locked-in  benefit  to  a  non-commutable  RRSP  or  to  a  new 
employer  pension  plan.  When  the  employer  agrees  the  entire  benefit  may  be 
transferred.  (33-5) 
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C-OFIRENTES+  Report 


The  Committee  feels  that  participants  in  supplemental  pension  plans  should 
be  able  to  count  on  the  retirement  income  promised  by  their  plan.  To  this 
end,  the  Committee  recommends  vesting  and  locking-in  of  contributions  when 
the  employee's  age  and  years  of  membership  in  the  plan  total  35  or  more. 
The  management  of  the  deferred  pensions  so  acquired  would  be  entrusted  to  a 
central  agency  administered  by  the  Regie  des  rentes  du  Quebec.  (3-4) 

(Note:  COFIRENTES+  Report  does  not  deal  with  other  private  pension 
issues  outside  of  inflation  protection  and  vesting.) 


Pension  Commission  of  Manitoba 


Employees  should  become  fully  vested  after  two  years  of  service  with  the 
employer . 

The  benefit  on  termination  from  the  plan  after  vesting  should  be  in  the 
form  of  a  deferred  pension  of  which  50  per  cent  must  be  provided  by 
employer  contributions.  The  Pension  Commission  will  establish  a  standard¬ 
ized  method  for  valuing  deferred  pensions  and  will  publish  tables  for  this 
purpose . 

After  vesting,  the  employee  and  employer  contributions  should  be  locked-in 
to  the  pension  system.  (15-16) 

B.C.  Discussion  Paper 


Issue  discussed  (16,  23),  but  no  specific  recommendations  made. 


3  Survivor  benefits 


In  the  case  of  death  before  retirement,  45  per  cent  of  occupational  plan 
members  in  1980  belonged  to  a  plan  that  provided  a  regular  pension  for 
the  surviving  spouse.  Survivor  pensions  generally  amounted  to  50  per 
cent  of  the  pension  that  the  deceased  plan  member  was  entitled  to  at  time 
of  death.  Other  plans  provided  survivor  benefits  in  the  form  of  a  single 
lump-sum  repayment  of  past  employee  contributions  and  vested  employer 
contributions.  Of  public  sector  employee  plan  members,  71  per  cent  were 
eligible  for  regular  survivor  pensions,  compared  to  24  per  cent  of  private 
sector  plan  members .  Private  sector  plans  typically  provide  survivor 
benefits  in  the  form  of  single  lump  sum  payments  at  the  time  of  death.  30 
per  cent  of  private  sector  plan  members  belonged  to  plans  that  provided 
no  death  benefits  compared  to  a  miniscule  percentage  of  public  sector  plan 
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members . 

In  the  case  of  death  after  retirement,  43  per  cent  of  all  plan  members 
in  1980  belonged  to  a  plan  that  provided  regular  pensions  for  surviving 
spouses.  Of  public  sector  plan  members,  70  per  cent  belonged  to  such 
plans  compared  to  22  per  cent  of  private  plan  members.  Of  private  sector 
plan  members,  48  per  cent  belonged  to  plans  that  paid  benefits  for  a 
specified  period  after  retirement  (usually  five  years)  with  full  benefits 
being  paid  to  the  surviving  spouse  from  the  time  of  death  to  the  end  of 
the  guaranteed  period.  Only  9  per  cent  of  public  sector  plan  members 
belonged  to  plans  that  provided  survivor  benefits  on  this  basis,  while  13 
per  cent  of  all  occupational  plan  members  belonged  to  plans  that  contained 
no  provision  for  survivor  benefits. 

Policy  recommendations: 


Economic  Council  of  Canada 


Issue  discussed  (109),  but  no  recommendation  made. 


Canadian  Association  of  Pension  Supervisory  Authorities 

A  pension  plan  should  provide,  either  in  the  benefit  formula  or  by  way  of 
an  option,  that  where  a  plan  member  is  married  at  retirement  the  pension  be 
paid  in  the  form  of  a  joint  and  survivor  annuity  to  the  plan  member  and  his 
or  her  spouse,  reducing  by  one-third  on  the  death  of  the  plan  member. 
Where  the  benefit  formula  in  the  plan  is  in  terms  of  a  pension  in  some 
other  form,  the  amount  of  annuity  payable  under  the  joint  and  survivor 
option  would  be  adjusted  to  be  equal  in  initial  value  to  the  pension  pro¬ 
vided  under  the  plan  formula.  The  joint  and  survivor  option  would  apply  to 
all  settlements  unless  the  plan  member  and  his  or  her  spouse  jointly  elect 
a  different  option.  (29) 

Green  Paper 


Improved  treatment  of  spouses  by: 

•  payment  of  retirement  pensions  on  a  joint-survivor  basis;  benefits  to 
the  survivor  would  equal  at  least  60  per  cent  of  initial  benefits; 

allowing  the  division  of  pension  credits  on  divorce  or  separation; 

*  allowing  access  to  the  full  value  of  accumulated  credits  for  a  survivor 
whose  spouse  dies  before  retirement; 

prohibiting  termination  of  survivor  benefits  upon  remarriage.  (56) 
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Canadian  Labour  Congress 


Survivor's  benefits  should  be  mandatory  unless  waived  by  both  spouses  in 
which  case  the  payment  of  actuarially  increased  benefits  should  be 
required.  (162) 

Business  Committee  on  Pension  Policy 


On  the  death  of  a  pensioner,  a  surviving  spouse  to  be  entitled  to  a  pension 
of  at  least  60  per  cent  of  the  employee's  pension  unless  previously  waived 
in  writing  by  both  the  employee  and  spouse.  This  benefit  may  be  provided 
on  an  actuarially  reduced  basis.  (4) 

Haley  Report  and  Ontario  Select  Committee 


Haley  recommendations  endorsed  by  OSC: 


Where  an  employee  dies  before  retirement  and  before  being  vested,  the 
estate  should  be  entitled  to  a  refund  of  his  or  her  contributions  with 
interest  calculated  at  1  per  cent  below  the  annualized  rate  paid  by 
chartered  banks  in  Canada  on  non-chequing  accounts  and  compounded  annually. 

Where  an  employee  dies  before  retirement,  but  after  becoming  eligible  to 
receive  a  retirement  pension  either  by  attaining  normal  retirement  age  or 
by  fulfilling  the  requirements  for  early  retirement  as  provided  in  the 
plan,  the  spouse  of  any  age  should  receive  as  a  pension  not  less  than  60 
per  cent  of  the  pension  to  which  the  employee  would  have  been  entitled  had 
he  or  she  actually  retired  under  the  plan. 

Where  an  employee  dies  before  retirement  and  after  being  vested  but  before 
becoming  eligible  to  receive  the  pension,  and  leaves  a  spouse  surviving, 
the  spouse  should  receive  as  a  pension  not  less  than  60  per  cent  of  the 
pension  to  which  the  employee  would  have  been  entitled  on  retirement, 
payable  when  the  older  of  the  employee  or  the  spouse  would  have  attained  or 
attains  the  age  of  65  or  the  normal  retirement  age  under  the  plan,  which¬ 
ever  is  earliest. 

All  plans  should  provide,  as  the  normal  form  of  pension  benefit  under  the 
plan,  a  joint  and  last  survivor  annuity  with  a  choice  of  the  percentage 
level  for  the  survivor  benefit  of  not  less  than  60  per  cent  and  not  more 
than  100  per  cent  of  the  original  pension  benefit.  In  the  event  the  per¬ 
centage  level  is  not  designated  by  the  employee  the  percentage  should  be  60 
per  cent.  The  plan  may  provide  for  an  actuarial  reduction  so  that  the  cost 
of  the  retirement  benefit  to  a  person  without  a  spouse  and  a  person  with  a 
spouse  is  the  same.  The  normal  form  should  be  taken  under  the  plan  unless 
another  form  of  benefit  available  under  the  plan  is  elected  by  written 
consent  of  both  the  employee  and  the  spouse.  (34-5) 
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Pension  Commission  of  Manitoba 


1  The  standard  form  of  pension  at  retirement  should  be  a  joint  and 
survivor  pension  reducing  to  two-thirds  on  the  pensioner's  or  spouse's 
death.  This  pension  would  be  guaranteed  for  a  minimum  of  60  months.  It 
would  be  required  that  the  spouse  sign  a  waiver  if  another  option  is 
selected . 

2  Every  plan  should  allow  for  a  refund  of  the  pensioner's  own  contribu¬ 
tions  with  interest  to  the  spouse  or  estate  (if  the  employee  was  not  vested 
at  the  time  of  their  death) . 

3  Concerning  deferred  pensions,  where  an  individual  dies  during  a 
deferral  period,  the  spouse  may  receive  a  pension  payable  immediately  or  in 
accordance  with  the  terms  of  the  plan.  Alternatively,  the  commuted  value 
of  the  member's  pension  could  be  transferred  to  a  locked-in  account  to  the 
credit  of  the  spouse. 

4  Survivor  benefits  should  continue  after  remarriage. 

The  economic  impact  of  this  would  be  very  little,  since  at  retirement  the 
normal  form  of  pension  provided  by  the  plan  would  be  actuarially  adjusted 
to  provide  the  standard  form  required  by  this  recommendation.  (8-9) 

B.C.  Discussion  Paper 


Issue  discussed  (20,  22,  24),  but  no  specific  recommendations  made. 


4  Credit-splitting  at  marriage  breakdown 

Equal  division  of  occupational  pension  credits  accumulated  by  one  or  both 
spouses  is  a  feature  of  some  divorce  settlements.  It  has  been  suggested 
that  credit-splitting  should  be  made  mandatory. 

Policy  recommendations: 

Economic  Council  of  Canada 


Issue  discussed  (109),  but  no  recommendation  made. 


Canadian  Association  of  Pension  Supervisory  Authorities 


The  division  of  rights  to  property  on  marriage  breakdown  is  a  matter  for 
the  courts  or  negotiation  between  the  parties.  Pension  regulatory  legis¬ 
lation  should  not  attempt  any  prescription.  However,  the  legislation 
should  permit  division  of  benefits  in  response  to  a  court  order  but  should 
contain  limits  to  avoid  the  creation  of  new  obligations  for  the  pension 
plan.  (32) 


49 


Green  Paper 


See  subheading  under  recommendation  in  survivor's  pensions  section. 


Canadian  Labour  Congress 


On  marriage  breakdown  private  pension  entitlements  should  be  recognized  as 
family  assets  and  be  divided  equally  between  both  spouses.  (163) 

Business  Committee  on  Pension  Policy 


No  recommendation  made. 


Haley  Report  and  Ontario  Select  Committee 


Haley  Report  recommendation  endorsed  by  OSC: 


Under  the  Ontario  Family  Law  Reform  Act  pensions  should  be  regarded  as 
income  in  retirement  which  may  be  a  source  of  support  in  the  event  of 
marriage  breakdown  and  should  not  be  treated  as  a  capital  asset.  (75) 


Pension  Committee  of  Manitoba 


An  amendment  should  be  made  to  Section  27  of  the  (Pension  Benefits)  Act 
which  will  recognize  pension  credits  as  family  assets  within  the  meaning  of 
the  Marital  Property  Act  together  with  new  sections  laying  out  guidelines 
as  to  the  method  for  division  of  these  credits.  The  methodology  must 
consider  the  following:  the  timing  of  the  division,  commencement  of 
payment,  the  valuation  of  pension  credits  (using  a  method  devised  by  the 
Pension  Commission),  and  transfer  of  the  divided  portion  by  the  non-member 
spouse  to  a  locked-in  RRSP  in  his  or  her  name.  It  is  recommended  that  this 
change  also  apply  to  a  common-law  spouse  as  defined  by  family  law.  It  is 
the  Commission's  view  that  division  of  such  credits  should  be  used  to 
provide  pension  income  only  and  not  in  the  form  of  a  cash  refund  or  a 
trade-off  against  other  family  assets. 

The  basic  direct  costs  of  this  would  be  nil  although  there  would  be  some 
relatively  small  administrative  costs  which  would  be  paid  for  by  the  plan 
sponsor.  (7) 

B.C.  Discussion  Paper 


Issue  not  discussed. 
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5  Personal  retirement  savings  vehicles 


Personal  savings  are  an  additional  source  of  retirement  income.  The 
federal  government  encourages  saving  for  retirement  by  granting  a  tax 
deduction  for  income  placed  in  a  Registered  Retirement  Savings  Plan 
(RRSP).  RRSPs  are  special  savings  instruments  offered  by  banks,  trust 
companies,  and  other  financial  institutions.  Those  who  do  not  belong  to 
an  occupational  pension  plan  are  permitted  to  deduct  20  per  cent  of  earned 
income  up  to  a  maximum  of  $5,500  per  year,  if  income  is  deposited  in  an 
RRSP.  Those  who  are  already  covered  by  an  occupational  plan  are  per¬ 
mitted  to  deduct  20  per  cent  of  earned  income  up  to  a  maximum  of  $3,500 
minus  the  amount  of  their  employer's  contributions  to  the  occupational  plan 
on  their  behalf.  These  limits  have  not  been  changed  since  1976. 

Income  deposited  in  an  RRSP  and  the  interest  earned  is  taxable  when 
it  is  withdrawn.  By  not  taxing  income  and  interest  until  withdrawal,  the 
federal  government  effectively  provides  an  interest-free  loan  of  the  amount 
of  tax  owed  from  the  time  income  is  earned  to  the  time  tax  is  actually 
paid.  Also,  tax  liability  is  reduced  if  income  is  withdrawn  during  a  year 
when  the  taxpayer  is  in  a  lower  marginal  tax  bracket  than  the  year  in 
which  income  was  earned. 

Of  those  contributing  to  RRSPs  in  1979,  40  per  cent  also  belonged  to 
occupational  pension  plans,  and  37  per  cent  had  incomes  in  excess  of 
$25,000.  Of  taxpayers  in  this  income  range,  45  per  cent  contributed  to  an 
RRSP  compared  to  2  per  cent  of  taxpayers  with  incomes  below  $10,000.  Of 
taxpayers  earning  more  than  $40,000,  59  per  cent  contributed  to  an  RRSP. 
The  higher  incidence  of  RRSP  contributors  among  upper-income  earners  is 
a  natural  consequence  of  the  fact  that  tax  savings  are  greatest  for  those 
in  the  highest  tax  brackets. 

Policy  recommendations: 


Economic  Council  of  Canada 


Employers  not  wishing  to  establish  formal  pension  plans  should  be  encour¬ 
aged  to  contribute  to  employees'  special  registered  retirement  savings 
plans.  Funds  deposited  in  special  registered  retirement  savings  plans 
could  not  be  withdrawn  prior  to  an  employee's  retirement,  at  which  time  the 
proceeds  could  be  used  to  purchase  price-indexed  annuities.  (104) 
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Canadian  Association  of  Pension  Supervisory  Authorities 


CAPSA  should  attempt  to  have  locked-in  retirement  accounts  (LIRAs)  recog¬ 
nized  under  the  Income  Tax  Act  (Canada)  and  other  relevant  legislation  as 
being  eligible  for  tax  treatment  similar  to  that  accorded  pension  plans  and 
RRSPs . 

The  following  are  the  conditions  that  should  attach  to  a  locked-in  vehicle 
set  up  to  accept  pension  plan  funds: 

a)  During  the  deferred  period  the  assets  of  the  LIRA  are  locked  in  and 
must  be  invested  in  accordance  with  the  investment  provisions  respecting 
pension  plans.  The  LIRA  must  be  administered  by  a  deposit-taking  insti¬ 
tution  such  as  a  trust  company,  bank,  insurance  company  or  a  central  agency 
set  up  by  a  government. 

b)  The  assets  of  the  LIRA  must  be  converted  between  the  ages  of  55  and  71 
of  the  plan  holder  to  an  escalating  life  annuity. 

c)  At  the  option  of  the  plan  holder,  up  to  50  per  cent  of  the  assets  of 
the  LIRA  may  be  converted  to  a  level  life  annuity,  or  alternatively  to  a 
Registered  Retirement  Income  Fund  (RRIF),  or  any  combination  of  the  two. 

d)  Any  part  of  the  assets  of  the  LIRA  that  are  taken  as  a  life  annuity 
must  be  on  the  basis  of  a  joint  and  survivor  annuity,  reducing  by  one-third 
on  the  death  of  the  plan  holder,  if  the  plan  holder  is  married  when  the 
annuity  commences,  unless  the  two  spouses  jointly  agree  to  a  different 
option. 

e)  Plan  holders  should  have  the  right  to  transfer  from  one  administering 
agency  to  another,  subject  to  reasonable  administrative  restrictions  and 
full  advance  disclosure  of  any  relevant  charges.  (19-21) 

Green  Paper 


The  introduction  of  Registered  Pension  Accounts  which  would  permit  employer 
contributions  on  behalf  of  employees,  while  reserving  funds  for  use  only  in 
retirement.  RPAs  would  enhance  portability  throughout  the  entire  pension 
system . 

Fairer,  more  flexible,  and  more  comprehensive  tax  treatment  of  retirement 
savings  plans  to  provide: 

•  greater  uniformity  in  the  treatment  of  contributions  to  defined  benefit 
and  money  purchase  pension  plans,  deferred  profit-sharing  plans,  and  RPAs; 

•  improved  flexibility  in  contributions  to  account  for  different  career 
patterns ; 

•  greater  equity  among  Canadians  with  respect  to  access  to  tax-assisted 
retirement  savings. 

A  more  detailed  discussion  paper  will  provide  the  basis  for  consultations 
on  these  tax  system  changes.  (56) 


Canadian  Labour  Congress 


Issue  not  discussed. 
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Business  Committee  on  Pension  Policy 


Individual  savings  for  retirement  should  be  encouraged.  (4) 

Haley  Report  and  Ontario  Select  Committee 


Haley  Report  recommendations  rejected  by  OSC: 


The  Government  of  Ontario  should  institute  by  legislation  a  mandatory 
retirement  savings  plan  for  all  workers  in  Ontario  aged  18  to  64  with  the 
following  features: 

a)  The  Provincial  Universal  Retirement  System  (PURS)  to  be  based  on  an 
individual  account  (money-purchase)  design. 

b)  All  contributions  to  be  immediately  vested  and  locked-in,  with  a 
refund  of  employee  contributions  to  be  available  to  those  below  the  Year's 
Basic  Exemption. 

c)  All  monies  accruing  in  individual  benefits  accounts  to  be  completely 
portable . 

Contributions 

d)  Contributions  by  employer  and  employee  to  be  based  on  earnings  up  to 
the  Average  Industrial  Wage  (with  YMPE  and  YBE  the  same  as  those  of  the  CPP 
from  year  to  year) .  Self-employed  persons  to  contribute  at  the  combined 
employer- employee  rate. 

e)  Levels  of  contribution  to  be  determined  by  the  government,  based  on 
the  percentage  of  AIW  it  desires  to  be  replaced  when  the  plan  is  mature, 
e.g.,  15  per  cent  to  25  per  cent.  Contributions  to  be  divided  equally 
between  employer  and  employee,  except  that  employee  contributions  will  be 
graduated.  The  lowest  contributions  will  be  made  by  employees  between  the 
ages  of  18  to  30,  higher  contributions  age  30  to  45,  and  full  contributions 
age  45  to  65,  but  employer  percentages  will  be  the  same  for  those  aged  18 
to  64.  For  example,  employee  contributions:  age  18  to  30,  1  per  cent  of 
pay  to  the  YMPE  ceiling;  30  to  45,  \\  per  cent;  45  to  65,  2  per  cent; 
employer,  2  per  cent  throughout;  to  provide  about  20  per  cent  replacement, 
based  on  the  Commission's  most  probable  assumptions. 

Benefits 

f)  The  benefits,  payable  any  time  between  age  65  and  71,  to  be  in  the 
form  of  a  range  of  annuity  options  such  as  escalating  and  participating 
annuities;  but  where  the  employee  at  retirement  has  a  spouse,  the  primary 
benefit  must  be  a  life  annuity  for  the  employee  with  at  least  60  per  cent 
survivor  benefit  for  the  spouse,  unless  the  spouse  waives  such  benefit  in 
writing . 

g)  If  the  employee  dies  before  withdrawing  funds,  the  estate  to  succeed 
to  the  funds  subject  to  survivor  benefits  as  recommended. 

h)  Annuities  for  male  and  female  employees  to  be  costed  in  such  a  fashion 
that  equal  monthly  benefits  will  be  provided  for  the  same  capital  accumu¬ 
lation  for  males  and  females.  (28-9) 
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Pension  Commission  of  Manitoba 


The  legislation  should  be  amended  to  provide  that  no  pension  plan  prohibits 
the  right  of  an  employee  to  the  portability  of  his  or  her  pension  credits. 
In  addition,  portability  would  be  allowed  by  the  following  mechanisms: 

1  Transfer  to  a  locked-in  RRSP;  or 

2  Transfer  to  a  locked-in  retirement  account  (LIRA)  as  proposed  by 
CAPSA.  (1) 

The  concept  of  a  Voluntary  Employer  Pension  Plan  should  be  examined  in  more 
detail  with  respect  to  the  feasibility  of  options  available.  (18) 

B.C.  Discussion  Paper 


Revise  the  Income  Tax  Act  to  provide  for  locked-in  RRSPs  to  facilitate 
transfer  of  a  terminating  employee's  locked-in  pension  credits  to  an  indi¬ 
vidually  controlled  tax-sheltered  pension  investment  vehicle; 

Consider  immediately  increasing  and  in  the  future  maintaining  the  real 
value  of  the  present  $5,500  limit  on  RRSP  contributions,  and  $3,500  limit 
on  employee  pension  contributions,  now  several  years  out-of-date  due  to 
continuing  inflation; 

Consider  provision  of  tax  incentives  to  further  encourage  savings  and 
investments ; 

If  implemented  by  the  British  Columbia  government,  approve  the  British 
Columbia  Pension  Plan  (similar  to  the  Haley  Report's  PURS  proposal  for 
Ontario)  for  income  tax  purposes,  as  a  Registered  Pension  Plan,  Registered 
Retirement  Savings  Plan,  and  Deferred  Profit  Sharing  Plan.  (14) 


6  Public  sector  employee  pension  plans 


Public  sector  employee  pension  plans  lead  private  sector  plans  in  a  number 
of  areas,  including  percentage  of  the  labour  force  covered,  the  degree  of 
inflation-indexing,  and  survivor  benefits.  Some  critics  have  taken  the 
view  that  the  increase  in  public  sector  pension  benefits  over  the  last  20 
years  or  so  has  produced  a  'hidden'  gap  between  public  sector  and  private 
sector  wages. 

According  to  this  view,  pension  benefits  represent  deferred  payment 
of  wages.  Wage  increases  for  public  sector  employees  in  the  form  of 
higher  pension  benefits  are  said  to  have  contributed  to  wage  inflation  by 
placing  pressure  on  private  sector  employers  to  match  public  sector  wage 
raises . 
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Public  sector  employee  plans  are  also  not  covered  by  the  regulations 
governing  funding  of  private  sector  plans.  Public  sector  employee  pension 
funds  are  included  as  part  of  the  government  revenue  and  expenditure 
accounts.  It  has  been  suggested  that  public  sector  plans  should  be  re¬ 
quired  to  adhere  to  the  same  regulations  governing  private  plans  and  that 
public  sector  pension  transactions  should  be  removed  from  government 
budgetary  accounts. 


Policy  recommendations: 


Economic  Council  of  Canada 


We  recommend  that  all  government-employee  pension  plans  be  put  on  a  fully 
funded  basis  equivalent  to  that  required  of  private-employer  plans;  that 
their  assets  (including  claims  on  the  employing  government,  which  should  be 
represented  by  securities  of  suitable  maturities  and  with  interest  rates 
equivalent  to  market  rates)  be  segregated  from  consolidated-revenue 
accounts  and  placed  in  special  trust  funds;  and  that  all  future  increases 
in  such  funds  be  invested  through  the  market  in  securities  selected  on  the 
principles  of  prudent  management  followed  by  the  managers  of  private-sector 
funds . 

These  government  pension  funds  should  be  entitled  to  purchase  indexed 
federal  government  annuities  for  retiring  employees  on  the  same  terms  as 
other  funds  and  subject  to  the  same  limits.  Benefits  beyond  those  limits 
should  be  indexed  only  to  the  extent  permitted  from  time  to  time  by  the 
special  contributions  made  by,  or  on  behalf  of,  participants  for  this 
purpose  and  by  the  earnings  of  the  portion  of  the  fund  attributable  to 
pensioners  in  excess  of  the  interest  rates  required  to  provide  basic  bene¬ 
fits  to  them,  after  taking  into  account  the  premium  paid  for  the  indexed 
pension  purchased.  (107) 

Canadian  Association  of  Pension  Supervisory  Authorities 


Issue  not  discussed. 


Green  Paper 


Issue  not  discussed. 


Canadian  Labour  Congress 


Issue  not  discussed. 
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Business  Committee  on  Pension  Policy 


Public  sector  employment  pension  plans  should  not  lead  private  sector 
employment  pension  plans  in  benefits  and  should  be  subject  to  the  same 
funding,  legislative  and  administrative  requirements  as  private  sector 
employment  pension  plans.  (4) 

Haley  Report  and  Ontario  Select  Committee 


Haley  Report  recommendations  endorsed  by  OSC: 


The  Public  Service  Superannuation  Fund  (PSSF)  should  be  established  as  a 
separate  fund  apart  from  the  Consolidated  Revenue  Fund  and  the  Treasurer's 
Account.  (58) 

Haley  Report  recommendations  rejected  by  OSC: 


The  Government  of  Ontario  should  seek  to  achieve  parity  with  the  private 
sector  in  total  compensation  of  its  employees,  and  ip  particular  should  not 
provide  pension  benefits  more  generous  than  those  generally  available  in 
the  private  sector  (measured  by  the  full  cost  of  such  benefits).  The 
government  should  not  lead  the  way  for  the  private  sector,  particularly  in 
the  areas  of  inflation  adjustment  and  early  retirement  without  actuarial 
reduction . 

Pensions  should  be  considered  as  appropriate  for  collective  bargaining  in 
the  public  sector  subject  to  the  acknowledgement  that  there  may  be  some 
circumstances  in  which  collective  bargaining  may  not  be  practicable;  no  new 
areas  for  collective  bargaining  of  pensions  should  be  opened  at  this  time. 
(65-6) 

OSC  recommendations: 


'The  excess  interest  approach  should  be  adopted  as  the  means  for  protecting 
public  sector  employees  against  inflation. '  (74) 

Pension  Commission  of  Manitoba 


Issue  not  discussed. 
B.C.  Discussion  Paper 


Consider  enacting  pension  benefit  standards  legislation  to  provide,  among 
other  things,  for  funding  standards  for  private  pension  plans  in  both  the 
private  and  public  sector  in  British  Columbia.  (24) 
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CONCLUSION 


In  forming  an  opinion  on  pension  reform,  it  is  necessary  to  view  the  entire 
system  as  a  whole.  No  single  issue  or  recommendation  can  be  judged  in 
isolation.  It  is  necessary  to  decide  what  the  objectives  of  a  pension 
system  should  properly  be,  what  the  shortcomings  of  the  existing  system 
are,  and  how  these  shortcomings  might  most  effectively  be  corrected. 

There  would  seem  to  be  a  broad  consensus  that  the  objective  of  a 
pension  system  is  to  provide  individuals  with  the  opportunity  of  securing 
adequate  retirement  incomes.  In  addition,  there  seems  to  be  general 
agreement  that  there  are  gaps  in  the  existing  system  with  regard  to  cover¬ 
age  of  particular  groups. 

The  most  important  issue  in  the  debate  on  pension  reform  is  whether 
coverage  should  be  improved  by  an  expansion  of  the  public  system  or  by 
an  expansion  of  the  private  system.  Given  the  overriding  importance  of 
this  issue,  it  is  appropriate  to  conclude  this  background  paper  by 
reporting  the  positions  taken  by  the  various  organizations  on  the  question 
of  public  or  private  expansion. 

Policy  recommendations: 

Economic  Council  of  Canada 


...the  Council  is  not  prepared  at  this  time  to  recommend  the  establishment 
of  a  supplement  to  CPP  and  QPP  benefits.  Instead,  we  wish  to  propose,  for 
the  time  being,  certain  more  limited  steps  to  improve  the  viability  of  the 
private  pension  system,  while  urging  employers  and  labour  to  expand  cover¬ 
age  of  the  system  without  delay.  (104) 


Green  Paper 


The  Government  of  Canada  believes  that  whether  or  not  an  expansion  of 
mandatory  pension  plans  is  needed,  an  appropriate  balance  between  mandatory 
programs  and  voluntary  arrangements  must  be  maintained.  Any  increase 
should  still  leave  considerable  room  for  employer- sponsored  pension  plans 
and  private  savings  -  sources  which  should  continue  to  play  an  essential 
role  in  the  provision  of  retirement  income.  (59) 
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Canadian  Labour  Congress 


...these  [private]  plans  suffer  from  a  number  of  weaknesses  that  make  it 
impossible  for  them  to  replace  a  substantial  part  of  pre-retirement  earn¬ 
ings  for  all  workers... No  one  has  proposed  a  method  of  eliminating  these 
deficiencies  and  the  C/QPP  suffers  from  none  of  these  weaknesses ...  the  most 
important  thing  that  can  come  out  of  the  current  process  of  pension  reform 
is  an  increase  in  public  pension  benefits...  (2-3) 

Business  Commission  on  Pension  Policy 


The  voluntary  private  pension  system  has  become  a  major  source  of  retire¬ 
ment  income  and  its  continued  growth  and  improvement  should  be  encouraged. 
(3) 

Haley  Report 


The  Commission  studied  and  rejected  the  proposals  for  both  expanding  and 
fully  funding  the  CPP.  It  does  not,  however,  abandon  the  concept  of  a 
compulsory  plan  for  all  workers.  In  the  opinion  of  the  Commission  the 
Government  of  Ontario  should  adopt  without  delay  a  provincial  universal 
retirement  system  (PURS),  with  a  money-purchase  design,  to  provide  a 
reasonable  amount  of  replacement  income,  on  an  earnings-related  base,  in  a 
compulsory,  portable,  universal  and  fully  funded  plan,  with  individual 
choice  for  investment  and  forms  of  benefit.  Such  a  system  will  provide 
funds  to  the  private  capital  markets.  It  could  be  integrated  easily  with 
similar  systems  adopted  by  other  provinces,  and  so  provide  a  network  of 
portability  across  Canada.  (3) 

Ontario  Select  Committee 


Because  of  cost  implications  and  other  factors  a  majority  of  the  Committee 
do  not  see  the  wisdom  of  expanding  or  enriching  CPP  retirement  benefits  at 
this  time.  Nor  does  the  Select  Committee  recommend  the  implementation  of 
the  PURS  plan  at  this  time.  The  decision  not  to  endorse  the  PURS  option  is 
hardly  a  reflection  on  the  Royal  Commission’s  proposal.  PURS  has  many 
strengths  and  much  to  recommend  it.  A  majority  of  the  Select  Committee 
thought  PURS  could  be  effective  in  providing  employment  pensions.  But  the 
current  system  also  has  inherent  strengths  and  the  Select  Committee's 
proposals  are  designed  to  draw  on  and  enhance  those  strengths.  (31-2) 

COFIRENTES+  Report 


The  Regime  de  rentes  du  Quebec,  however,  would  become  the  basic 
income-maintenance  vehicle  for  a  substantial  portion  of  the  working 
population.  (3-3) 

The  supplemental  pension  plans  would  then  play  their  true  role  by  providing 
additional  retirement  income  to  workers  whose  pre-retirement  earnings  were 
above  the  minimum  wage  level,  and  early  retirement  benefits  to  members 
working  in  difficult  or  unhealthy  conditions.  (3-2) 
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B.C.  Discussion  Paper 


The  government  believes  that  it  is  essential  there  be  a  reasonable  scope 
under  the  retirement  income  system  in  Canada  for  individuals  or  groups  of 
individuals  to  accept  their  individual  responsibility  to  provide  a  measure 
of  income  security  after  retirement  through  their  own  efforts.  There  can 
be  little  doubt  that  individuals  and  the  private  sector  are  better  placed 
to  provide  the  flexibility,  design  features,  options  and  other  aspects 
desired  in  so  many  different  combinations  by  the  many  diverse  groups  of 
employees  and  individuals  in  our  society,  and  to  finance  these  benefits  on 
a  sound  and  productive  basis.  Accordingly,  as  a  first  priority,  the  gov¬ 
ernment  favours  the  improvement  of  the  retirement  income  system  through  a 
strengthening  of  the  private  pension  system.  (14) 


61 


Reforming  Public  Pensions  in  Canada: 
Issues  and  Options 

Colleen  Hamilton  and  John  Whalley 


INTRODUCTION 

Issues  surrounding  public  pensions  in  Canada  not  only  are  topical,  but 
promise  to  occupy  policymakers  for  years.  Faced  with  a  population  whose 
average  age  is  continually  increasing,  politicians  must  choose  from  a 
range  of  options,  each  of  which  is  portrayed  by  one  group  or  another  as 
reform.  These  options  are  themselves  a  reflection  of  some  central  under¬ 
lying  questions.  While  the  main  premise  on  which  our  current  arrange¬ 
ments  are  based  is  that  most  individuals  cannot  be  relied  upon  to  provide 
for  their  old  age  through  voluntary  saving,  should  the  pension  role  for 
the  state  be  that  of  providing  universal  pensions  for  all,  or  should  a  more 
modest  approach  of  providing  a  social  safety-net  for  the  elderly  be  pur¬ 
sued?  How  should  the  state  intervene  to  protect  incomes  of  the  elderly: 
through  regulation  of  private  pension  arrangements,  an  expanded  public 
pension  system,  or  a  combination  of  the  two?  How  should  reform  of  our 
current  public  pension  system  proceed  given  the  present  mix  of  Canada 
Pension  Plan  (CPP),  Old  Age  Security  (OAS),  Guaranteed  Income  Supple¬ 
ment  (GIS),  and  various  provincial  plans?  What  of  the  special  problems  of 
women;  do  they  necessitate  new  and  expanded  benefit  coverage  as  many 
groups  suggest,  or  are  there  other  directions  to  take?  And  lastly,  how 
severe  are  the  strains  in  our  public  pension  arrangements  likely  to  be  in 
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the  years  ahead  because  of  the  changing  age  structure  of  our  population? 
Does  this  necessitate  a  new  approach,  or  can  we  make  it  through  these 
years  with  the  arrangements  we  have  now? 

The  immediate  catalyst  to  much  of  the  recent  discussion  of  public 
pensions  in  Canada  has,  of  course,  been  the  federal  Green  Paper  on 
pension  reform,  and  the  present  paper  is  in  large  measure  a  reaction  to 
this  document.  The  Green  Paper  basically  argues  that  we  should  continue 
to  rely  broadly  on  the  mix  of  private  and  public  pension  arrangements  we 
have  now.  OAS  and  GIS  are  to  be  left  as  they  are,  and  given  the  in¬ 
creases  in  CPP  contributions  necessary  to  maintain  benefits  in  face  of  an 
aging  population,  only  relatively  small  increases  in  benefits  are  considered 
feasible.  What  changes  can  be  made  are  to  be  focused  towards  particular 
groups  (primarily  non-working  females),  although  it  should  be  emphasized 
that  the  changes  proposed  are  really  quite  modest.  The  Green  Paper  is 
thus  fundamentally  a  gradualist  document  which  leaves  existing  arrange¬ 
ments  untouched,  and  suggests  a  relatively  small  expansion  in  CPP  bene¬ 
fits  to  improve  things  a  little  on  the  benefit  side  for  certain  groups. 

This  paper  aims  to  contribute  to  the  emerging  public  pension  debate 
in  Canada  by  outlining  some  of  the  issues  surrounding  public  pensions, 
and  evaluating  both  the  Green  Paper  proposals  and  other  reform  options. 
Inevitably,  such  an  evaluation  is  highly  subjective,  but  a  number  of  key 
themes  dominate  the  paper,  and  are  relevant  to  the  discussion  of  the 
Green  Paper  in  the  subsequent  sections: 

1  In  the  public  pension  area,  the  Green  Paper  focuses  exclusively  on 
expansion  of  CPP  benefits,  ignoring  the  fact  that  the  majority  of  public- 
sector  income  support  for  the  elderly  occurs  primarily  through  OAS/GIS, 
not  the  CPP.  The  possibilities  for  redesigning  as  well  as  expanding  the 
total  benefit  structure  of  income  support  for  the  elderly  including  OAS, 
GIS,  and  the  CPP  are  not  discussed.  Thus,  while  they  are  at  the  heart 
of  the  public  pension  issue,  OAS  and  GIS  do  not  figure  significantly  in  the 
Green  Paper  discussion  of  public  pension  reform. 

2  Because  the  Green  Paper  is  in  essence  gradualist  in  approach,  it 
ignores  the  basic  issue  of  whether  universal  public  pensions  irrespective  of 
other  income  support  (as  occur  through  OAS)  are  appropriate,  or  whether 
a  more  modest  social  safety-net  which  redistributes  income  only  to  those 
elderly  in  need  should  be  pursued.  Obviously,  the  budget  cost  of  the 
latter  is  smaller.  Indeed,  the  benefit  expansion  outlined  in  the  Green 


63 


Paper  could  be  more  than  financed  by  even  a  modest  withdrawal  from  the 
current  universality.  But  tampering  with  universality  in  OAS  is  often 
thought  to  be  politically  unacceptable. 

3  An  especially  crucial  point  which  the  Green  Paper  does  not  emphasize 
is  that  under  current  arrangements,  dollar  changes  in  CPP  benefits  have  a 
relatively  small  impact  on  the  total  package  of  income  support  for  the 
elderly.  GIS  and  various  provincial  plans  compensate  recipients  who  are 
not  eligible  for  maximum  CPP  benefits,  and  increasing  CPP  benefits  for 
women  and  other  groups  will  produce  offsetting  reductions  in  GIS  and 
provincial  benefits.  In  several  cases,  individuals  are  no  better  off  by 
qualifying  for  CPP  benefits  because  of  the  way  federal  and  provincial 
income-supplement  programs  work.  By  focusing  so  heavily  on  CPP  to  the 
exclusion  of  OAS,  GIS,  and  provincial  programs,  the  Green  Paper  does  not 
provide  a  complete  picture  of  what  might  happen  to  the  total  income  of  the 
elderly  under  various  changes.  By  and  large,  the  proposed  expansions  in 
CPP  benefits,  especially  for  elderly  single  females,  will  only  have  a  mar¬ 
ginal  impact  on  their  total  income  from  all  programs. 

4  The  Green  Paper  also  neglects  important  issues  in  its  discussion  of 
the  financing  problems  facing  public  pensions  over  the  next  few  decades  as 
the  Canadian  population  ages.  The  increased  contributions  under  CPP 
necessary  to  maintain  benefits  at  existing  levels  are  highlighted,  but 
potential  increases  in  taxes  and/or  benefits  necessary  to  finance  the  larger 
expenditures  on  OAS,  GIS,  and  health  care  costs  are  not.  We  suggest 
that  the  wider  funding  crisis  of  OAS,  GIS,  and  health  care  could  be  con¬ 
siderably  more  serious  than  that  of  the  CPP,  simply  because  a  majority  of 
public-sector  income  support  to  the  elderly  originates  from  non-CPP 
sources.  There  is  also  a  serious  issue  of  whether  the  working  generation 
in  30  to  40  years  will  accept  considerably  higher  taxes  and  CPP  contri¬ 
butions  if  these  are  necessary  to  maintain  transfers  to  the  elderly  at 
current  levels. 

5  A  related  issue  not  discussed  in  the  Green  Paper  is  how  to  choose 
between  raising  taxes  and/or  contributions,  or  cutting  benefits,  if  the  age 
structure  pressures  on  public  pensions  are  severe.  With  only  a  partially 
funded  CPP,  and  (implicitly)  pay-as-you-go  OAS  and  GIS  systems,  either 
benefits  have  to  fall  and/or  taxes  and  CPP  contributions  have  to  rise. 
The  Green  Paper  appears  to  accept  as  given  that  benefits  are  to  remain 
unchanged  without  acknowledging  the  intergenerational  equity  issue  at 
stake.  With  no  change  in  benefits,  despite  higher  taxes  and  contribu- 


64 


tions ,  the  current  working  generation  is  treated  symmetrically  with  the 
preceding  generation.  However,  the  next  working  generation  is  not,  since 
their  benefits  will  be  the  same  but  they  will  pay  larger  taxes  and  CPP 
contributions.  Alternatively,  cutting  benefits  means  current  workers  are 
not  treated  symmetrically  with  the  preceding  generation.  An  intergenera  - 
tional  equity  judgement  is  inescapable  whatever  we  do,  because  of  the  way 
we  have  funded  our  public  pensions  thus  far  and  the  demographic  changes 
ahead.  Further  discussion  of  this  key  issue  seems  called  for. 

6  The  role  of  the  provinces  in  the  public  pension  debate  is  not  empha¬ 
sized  in  the  Green  Paper.  Since  approval  of  two-thirds  of  participating 
provinces  with  two-thirds  of  the  population  is  required  to  implement  all  the 
CPP  benefit  changes  proposed  in  the  Green  Paper,  Ontario  has  an  effective 
veto.  Curiously,  OAS  and  GIS,  the  programs  which  could  be  changed 
without  provincial  approval,  are  not  to  be  touched.  In  addition,  the 
interest  of  the  provinces  in  the  CPP  is  not  highlighted.  The  large  in¬ 
crease  in  contributions  to  the  CPP  in  future  years  is  portrayed  as  inevit¬ 
able,  in  the  face  of  demographic  changes  and  a  maturing  plan,  in  order 
simply  to  maintain  the  benefits  authorized  under  the  plan.  The  possibly 
divisive,  and  obviously  politically  contentious  issue  of  whether  the  flow  of 
funds  should  continue  to  the  provinces  through  the  CPP  is  not  discussed 
at  length. 

7  For  all  these  reasons,  it  seems  fruitful  to  consider  a  wider  range  of 
choices  than  considered  in  the  Green  Paper  in  redesigning  public  pension 
arrangements.  We  could,  for  instance,  eliminate  the  CPP  and  fund  all 
pensions  from  general  revenues.  We  could  merge  OAS  and  GIS  into  a 
single  program  run  on  GIS  lines.  We  could  even  merge  all  three  current 
programs  into  a  single  program  run  on  GIS  lines.  Do  we  really  want  to 
leave  benefits  unchanged  and  have  our  children  pay  higher  taxes?  Are  we 
aware  that  the  changes  proposed  for  women  will  have  little  total  impact? 
And  what  about  the  provinces'  involvement  in  the  CPP?  While  not  neces¬ 
sarily  advocating  any  particular  reform  package,  it  would  clearly  serve 
public  debate,  both  on  the  Green  Paper  itself  and  public  pension  reform  in 
general,  for  these  wider  issues  to  be  more  fully  discussed. 
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OVERVIEW 


Objectives  of  public  pensions 

When  we  use  the  term  public  pensions,  we  are  not  really  referring  to  a 
system  of  pensions  operated  by  the  government  which  are  identical  to 
those  in  the  private  sector,  but  rather,  a  series  of  income  support  pro¬ 
grams  for  the  elderly  channelled  through  the  public  sector.  Some  of  these 
programs  operate  on  something  like  a  pension  basis  with  defined  benefits 
and  contributions.  Others  operate  as  primarily  redistributive  programs 
targeted  at  the  elderly  poor.  The  various  programs  both  compound  and 
affect  one  another. 

There  are  four  programs  that  make  up  our  current  system:  the 
Canada  (and  Quebec)  Pension  Plans  (CPP,  QPP),  Old  Age  Security  (OAS), 
Guaranteed  Income  Supplement  (GIS),  and  various  provincial  programs 
which  supplement  the  federal  programs.  The  CPP  provides  retirement  and 
other  benefits  calculated  on  the  basis  of  contributions  made  in  working 
life,  OAS  provides  a  flat-rate  benefit  to  all  individuals  over  65,  while  GIS 
provides  further  income  support  reduced  by  $0.50  for  each  dollar  of  non- 
OAS  income.  Provincial  programs  offer  further  income-tested  supplements 
beyond  GIS,  and  a  range  of  in-kind  programs  such  as  subsidized  housing, 
free  drugs,  and  free  health  insurance. 

This  somewhat  confusing  mixture  of  programs  is  a  reflection  of  two 
quite  separate  themes  underlying  the  design  of  public  pension  arrange¬ 
ments.  The  first  is  what  we  term  a  pure-pension  approach.  Under  this 
view,  public  pensions  are  seen  as  a  substitute  for  inadequate  private 
pensions.  Pensions  in  the  private  sector  are  thought  of  as  a  set  of  ar¬ 
rangements  under  which  employees  and  employers  jointly  set  money  aside 
during  an  employee's  working  life  so  that  he  can  be  provided  for  in  his 
post-retirement  years.  Pensions  are  savings  for  retirement  which  like  any 
other  investment  cumulate  by  the  income  return  they  generate.  While  not 
all  private  sector  plans  work  as  pure  pensions,  with  an  exact  matching  of 
contributions  and  benefits  for  each  employee  on  a  present-value  basis,  the 
essential  pension  element  is  that  contributions  (by  both  employers  and 
employees)  during  one's  working  life  finance  benefits  received  in  post¬ 
retirement.  Pension  contributions  thus  generate  an  entitlement  to  income 
support  during  retirement  irrespective  of  other  sources  of  income,  since 
pension  contributions  are  treated  as  savings. 
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This  approach  reflects  the  belief  that  a  public  sector  presence  in  the 
pension  area  is  necessary,  in  that  individuals,  if  left  to  their  own  re¬ 
sources,  are  seen  as  either  unable  or  unwilling  to  provide  for  their  retire¬ 
ment,  and  that  private  pension  arrangements,  because  firms  do  not  act  in 
the  interests  of  workers,  are  inadequate.  This  latter  view  is  often  sup¬ 
ported  by  data  showing  that  only  small  numbers  of  employees  in  the  pri¬ 
vate  sector  are  covered  by  private  plans,  and  that  these  employees  have  a 
higher-than-average  income.  The  objective  of  public  pensions  is  therefore 
seen  as  providing  income  support  during  retirement  much  as  a  plan  would 
operate  in  the  private  sector,  in  that  contributions  are  made  to  a  fund 
during  working  life,  .out  of  which  benefits  are  paid  on  retirement  with 
benefits  linked  to  contributions.  To  be  'fair'  to  all,  such  a  system  should 
be  on  a  universal  and  compulsory  basis. 

In  a  typical  public  pension  plan  with  defined  benefits  and  contribu¬ 
tions,  workers  in  effect  pay  part  of  their  wage  during  their  working  life 
to  the  generation  ahead  of  them  who  are  now  retired.  Some  of  the  con¬ 
sumption  of  the  working  generation  is  thus  'loaned'  to  the  generation  ahead 
of  them,  to  be  returned  by  the  generation  who  succeeds  th,em  when  they 
in  turn  reach  working  age.  Workers  thus  participate  in  a  tax-transfer 
system  in  regard  to  the  benefits  they  expect  to  receive  on  retirement, 
even  though  benefits  to  each  working  generation  have  to  be  agreed  to  by 
the  succeeding  generation  of  workers.  This  view  of  public  pensions  as  a 
chain-letter  is  what  dominates  thinking  in  the  U.S.  on  social  security,  and 
underlies  much  of  the  thinking  in  Canada  on  the  way  the  CPP  operates. 

An  important  difference  here  between  public  and  private  pension 
arrangements  is  that  private  pensions  result  in  physical  capital  accumula¬ 
tion  (after  financial  intermediation  is  complete)  whereas  a  pay-as-you-go 
public  pension  plan  with  no  accumulation  of  funds  does  not.  Forced 
savings  through  a  pay-as-you-go  plan  which  substitutes  dollar-for-dollar 
for  private  sector  savings  thus  typically  lowers  both  the  capital  stock  of 
the  economy  and  national  savings. 

A  second  theme  in  the  design  of  public  pension  systems  is  what  we 
refer  to  as  pure  redistribution.  Under  this  approach,  public  pensions  are 
evaluated  in  light  of  the  wider  objective  of  the  public  sector  to  redistri¬ 
bute  income  from  the  rich  to  the  poor  through  a  system  of  progressive 
taxes  and  transfers.  Public  pensions  are  thus  seen  as  merely  one  part  of 
a  wider  social  safety-net.  As  many  of  the  poor  are  elderly,  especially 
elderly  single  females,  a  public  pension  system  could  be  designed  to  trans- 
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fer  income  to  the  elderly  poor  on  redistributive  grounds. 

A  pure  redistributive  program  is  not  universal,  but  instead  concen¬ 
trates  income  transfers  only  on  the  elderly  poor.  And  because  of  the 
stress  on  redistribution,  pension  benefits  and  contributions  made  during 
working  life  are  delinked.  Transfers  to  the  elderly,  like  any  other  trans¬ 
fers  made  by  government,  are  financed  by  taxes.  Contributions  to  a 
redistributive  public  pension  system  are  therefore  no  different  from  a  tax, 
irrespective  of  what  they  may  be  called.  In  fact,  under  this  view  of 
things,  it  is  a  misnomer  to  even  talk  in  terms  of  public  pensions,  since 
what  operates  is  a  tax-transfer  system  akin  to  other  elements  of  our  tax- 
transfer  system  such  as  welfare,  unemployment  insurance,  and  the  like. 

A  further  version  of  the  redistribution  approach  to  public  pensions, 
often  attributed  to  Asimakopulos  and  Weldon  (1968),  is  that,  de  facto, 
public  pensions  are  redistributive  tax-transfer  vehicles  simply  because  it  is 
impossible  for  any  current  government  to  bind  future  governments  to  a 
particular  benefit  schedule.  The  nature  of  the  political  process  is  that 

future  generations  will  have  to  consent  to  benefits  paid  to  today's  workers 

when  they  retire,  and  will  have  the  political  power  to  change  benefits  if 
they  so  wish.  Rather  than  even  pretend  that  public  pensions  can  be  run 
as  contractual  savings  vehicles  akin  to  private  pensions,  or  continue  with 
the  fiction  of  a  separate  public  pension  plan  divorced  from  other  govern¬ 
ment  and  taxing  activities,  this  view  of  things  argues  that  we  would  be 
well  served  to  accept  that  our  public  pensions  are  part  of  the  redistri¬ 
butive  package  of  policies  pursued  by  government. 

Both  the  'pure-pension'  and  'pure-redistribution'  themes  underlie 
public  pensions,  whereas,  in  principle  at  least,  only  the  pure-pension 
element  is  involved  in  private  pensions.  The  problem  with  public  pensions 

is  that  it  becomes  next  to  impossible  to  keep  these  two  objectives  from 

merging  one  into  another  and  thus  clouding  and  confusing  policy  debate. 

If  run  on  a  pure-pension  basis,  public  pensions  involve  universal 
coverage  with  compulsory  contributions  collected  by  government  and  admin¬ 
istered  through  a  government  controlled  fund.  However,  these  compulsory 
contributions  are  in  fact  little  different  from  a  tax,  since  even  though  a 
separate  fund  is  involved  the  government  controls  the  disbursement  of 
funds  much  as  it  does  other  government  expenditures.  Benefits  can,  and 
are,  targeted  at  various  groups  based  on  benefit  formulae  in  which  the 
link  between  benefits  and  contributions  may  be  quite  tenuous  for  any 
individual  contributing  compulsorily  to  the  plan.  The  weaker  these  links 
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become,  the  more  redistributive  such  a  plan  becomes. 

Alternatively,  if  public  pensions  are  run  on  a  pure-redistribution 
basis,  the  link  between  benefits  and  contributions  is  totally  removed. 
Benefits  are  paid  out  of  general  revenue  along  with  other  transfers,  and 
financed  by  taxes  collected  on  incomes  and  sales.  In  practice,  however, 
all  pure-redistribution-based  systems  of  income  support  to  the  elderly  have 
their  own  pension  elements.  In  Canada,  the  major  program  providing 
income  support  to  the  elderly  is  OAS.  This  is  financed  out  of  taxes,  but 
has  the  same  benefits  paid  to  all  elderly  irrespective  of  other  means  of 
support.  As  a  transfer  program  to  the  elderly  it  is  often  thought  of  as 
redistributive.  However,  in  being  a  universal  program  with  benefits  for 
all  it  is  an  inefficient  redistributive  mechanism.  Yet  there  is  a  frequently 
voiced  argument  in  support  of  universality  of  OAS  which  claims  that  taxes 
paid  to  government  during  working  life  establish  an  entitlement  to  income 
support  during  retirement  irrespective  of  other  sources  of  income,  even 
though  for  each  individual  taxes  differ  while  benefits  remain  the  same. 

This  mixture  of  'pension'  and  'redistribution'  in  our  public  pension 
system  provides  the  starting  point  for  many  of  the  present  policy  debates 
on  public  pension  reform.  Some  advocates  of  pension  reform  suggest  more 
redistribution  to  the  elderly  poor  in  need,  rather  than  to  all  the  elderly, 
through  more  carefully-targeted  benefit  formulae.  An  example  is  the 
argument  that  CPP  should  expand  benefits  for  elderly  females  since  this  is 
the  group  among  the  elderly  in  more  serious  relative  poverty.  Other 
advocates  of  pension  reform  resist  changes  to  benefit  formulae  because 
they  want  to  move  the  public  pension  system  closer  towards  a  'pure  pen¬ 
sion'  plan.  The  argument  would  be  that  we  should  not  expand  benefits  to 
elderly  poor  females  because  they  make  little  or  no  financial  contribution  in 
their  working  life.  This  tension  between  'pension'  and  'redistributive' 
aspects  of  our  public  pension  system  also  underlies  many  of  the  comments 
made  here  on  the  Green  Paper  proposals. 

Demographics,  pay-as-you-go  systems,  and  public  pensions 

Much  of  the  impetus  for  the  current  reform  debate  in  Canada  has  been 
provided  by  the  realization  that  as  the  CPP  matures  and  the  post-war  baby 
boom  passes  through  the  various  age  cohorts  in  our  population,  severe 
strains  will  be  created  in  our  public  pension  system.  With  a  pay-as-you- 
go  system,  the  pension  system  can  operate  with  high  benefit  levels  and 
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relatively  low  contribution  rates  while  the  post-war  baby-boom  population 
remains  in  the  labour  force.  The  ratio  of  workers  to  retirees  is  high,  and 
contributions  can  be  kept  at  a  modest  level.  When  this  reverses,  severe 
strains  on  the  pension  system  occur.  As  the  baby-boom  population 
retires,  the  worker-to-retiree  ratio  falls  substantially  and  something  has  to 
give.1  Either  contribution  rates  for  workers  have  to  rise,  benefits  have 
to  fall,  or  some  combination  of  these  has  to  occur. 

Given  the  pay-as-you-go  features  of  our  current  arrangements  in 
Canada,  both  directly  through  a  partially  funded  CPP  and  indirectly 
through  the  tax-financing  of  OAS  and  GIS,  some  form  of  change  becomes 
inevitable  for  the  next  few  decades.  And  whatever  route  is  followed 
involves  a  judgement  on  intergenerational  inequity. 

The  approach  taken  in  the  Green  Paper  is  to  guarantee  CPP  benefits 
as  they  are  currently  defined  in  relation  to  the  average  industrial  wage 
(AIW),  and  to  maintain  OAS  and  GIS.  Thus  in  the  future  CPP  contribu¬ 
tions  will  rise  (perhaps  tripling  in  the  next  30  to  40  years),  and,  although 
the  Green  Paper  does  not  highlight  it,  with  an  aging  population  taxes  must 
also  rise  in  order  to  finance  larger  OAS  and  GIS  expenditures.  The 
intergenerational  equity  judgement  therefore  made  in  the  Green  Paper  is 
that  the  current  generation  of  workers  will  receive  retirement  benefits 
comparable  to  those  of  the  current  generation  of  retirees. 

The  inequity  in  such  an  arrangement  is,  however,  obvious.  While 
retirement  benefits  may  be  comparable  across  successive  generations,  taxes 
paid  during  working  years  are  not.  It  is  intergenerationally  inequitable 
that  the  future  working  generation  will  have  to  pay  higher  taxes  for  the 
same  benefits  on  retirement  as  the  current  working  generation.  But  sup¬ 
pose  instead  that  an  equity  decision  is  made  to  freeze  taxes  on  the  future 
working  generation.  In  this  case,  under  a  pay-as-you-go  system  retire¬ 
ment  benefits  for  the  current  generation  will  fall.  This  is  also  inter¬ 
generationally  inequitable. 

The  fundamental  problem  with  a  pay-as-you-go  public  pension  plan  is 
that  if  successive  generations  are  of  different  sizes,  some  degree  of  inter¬ 
generational  inequity  is  inevitable,  since  taxes  paid  and  benefits  received 
cannot  be  the  same  across  successive  generations.  The  pay-as-you-go 
features  of  our  current  arrangements  therefore  raise  a  number  of  issues 
beyond  the  pension  versus  redistribution  questions  posed  in  the  preceding 
section.  If  a  largely  pay-as-you-go  system  is  to  be  maintained,  how  is  the 
intergenerational  equity  judgement  to  be  made?  Faced  with  an  aging  popu- 
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lation,  should  policy  be  directed  towards  maintaining  retirement  benefits 
and  raising  contributions  and/or  taxes,  or  should  policy  be  to  cut  benefits 
in  order  to  maintain  taxes  as  at  present?  If  this  intergenerational  equity 
question  arises  so  strongly  in  a  pay-as-you-go  system  each  time  the  popu¬ 
lation  growth  rate  changes ,  should  we  move  away  more  strongly  from  a 
pay-as-you-go  system?  One  option  within  CPP,  for  instance,  would  be  to 
accumulate  more  funds  in  the  plan  during  those  years  when  there  is  a 
large  working  population  and  a  small  number  of  retirees,  with  the  fund  to 
be  run  down  during  reverse  periods.  However,  with  so  much  of  our 
income  support  for  the  elderly  coming  out  of  general  revenue,  running 
surpluses  in  comparable  years  would  be  called  for.  This  is  an  unlikely 
prospect  at  present.  These  demographic  issues  are  thus  central  to  the 
public  pension  debate  in  Canada,  both  because  of  the  demographic  changes 
which  are  already  in  the  pipeline  and  the  pay-as-you-go  features  of  our 
current  arrangements. 

Efficiency  and  distributional  impacts  of  public  pensions 


Quite  aside  from  the  redistributive  and  pension  aspects  of  our  public 
pension  system  and  its  intergenerational  impacts,  a  further  set  of  ques¬ 
tions  integral  to  any  reform  discussion  concern  the  effects  of  our  public 
pension  system  on  economy-wide  resource  allocation  and  income  distribution 
within  generations.  As  is  explicitly  noted  in  the  Green  Paper,  the  object¬ 
ives  of  pension  reform  have  to  be  weighed  against  all  the  costs  involved. 
These  include  not  only  increased  budget  costs,  but  those  costs  associated 
with  undesirable  impacts  on  resource  allocation  and  distribution. 

Impacts  of  public  pensions  on  resource  allocation,  and  in  particular 
upon  savings  rates,  have  received  a  substantial  amount  of  attention  in 
recent  literature,  particularly  in  the  U.S.  Most  of  this  literature  argues 
that  public  pensions  of  a  pure-pension  type  have  an  adverse  impact  upon 
savings  behaviour  by  the  household  sector  because  they  establish  an 
entitlement  to  income  during  retirement.  Under  a  pay-as-you-go  system, 
contributions  to  a  public  pension  plan  create  private  wealth  in  the  sense 
that  a  claim  on  part  of  the  incomes  of  future  generations  of  workers  is 
established.  From  a  social  point  of  view,  however,  no  net- wealth  addition 
occurs  since  no  real  capital  accumulation  takes  place.  Thus  as  public 
pension  wealth  substitutes  dollar-for-dollar  for  private  sector  financial 
savings,  a  corresponding  reduction  in  capital  accumulation  occurs. 
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This  view  of  public  pension  impacts  on  savings  has  been  strongly 
emphasized  by  Feldstein  (1974a),  who  has  estimated  that  household  savings 
in  the  U.S.  are  30  per  cent  lower  than  they  would  otherwise  be  because  of 
the  U.S.  social  security  system.  To  the  extent  that  the  national  savings 
rate  in  the  economy  is  adversely  affected  by  such  a  program,  then  re- 
source-allocation  effects  of  public  pensions  are  a  source  of  some  concern. 
Since  the  impact  of  the  tax  system  on  savings  is  also  generally  regarded 
as  being  significantly  negative,  the  combination  of  public  pensions  and 
taxes  together  serve  to  significantly  depress  private  sector  savings, 
further  emphasizing  such  concerns.  Thus  many  reformers  have  argued  for 
changes  in  public  pension  arrangements  which  would  promote  savings,  the 
main  vehicle  for  such  a  change  being  a  reduction  in  the  public-sector 
presence  in  the  pension  field.  Many  of  Feldstein's  writings  in  the  U.S. 
have  taken  this  direction  on  reforming  social  security,  arguing  that  not 
only  is  a  major  overhaul  of  social  security  necessary,  but  a  sharp  reduc¬ 
tion  in  the  program  is  required  in  order  to  increase  the  national  savings 
rates. 

Less  work  has  been  done  on  this  issue  in  Canada.  A  complicating 
factor  is  the  international,  open-economy  character  of  the  Canadian  econ¬ 
omy.  If  Canada  is  a  participant  in  international  capital  markets,  then 
savings  and  investment  in  Canada  are  not  necessarily  closely  related.  If 
the  effect  of  a  public  pension  system  is  to  cut  savings,  it  is  not  neces¬ 
sarily  the  case  that  investment  in  Canada  will  automatically  fall,  and  thus 
the  linkage  between  these  two  is  made  weaker. 

However,  savings  impacts  are  not  the  only  issue  concerning  re¬ 
source-allocation  effects  of  public  pensions.  A  significant  amount  of  work 
has  also  been  done  on  labour-supply  impacts.  To  the  extent  that  any 
increase  in  public  pension  benefits  has  to  be  funded  through  an  increase 
in  taxes,  the  increase  in  the  tax  rate  will  have  negative  effects  on  the 
labour  supply.  In  the  U.S.,  social  security  contributions  are  treated  by 
most  public-finance  economists  as  a  pure  tax,  and  the  labour-supply  ef¬ 
fects  of  these  have  thus  been  investigated.  Recent  work  by  Gordon 
(1982),  however,  has  suggested  the  opposite.  Because  of  the  way  in 
which  the  benefit  formulae  work  in  the  U.S.  social  security  system,  an 
increase  in  income  generates  additional  benefits  which  can  more  than  offset 
the  negative  effects  of  additional  contributions.  The  social  security  system 
can  thus  have  a  positive  rather  than  negative  impact  on  labour  supply. 

In  addition  to  labour-supply  aspects,  another  resource-allocation  issue 
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is  the  impact  of  a  public  pension  system  on  retirement  decisions.  Public 
pensions  in  Canada  begin  at  age  65  and  in  the  U.S.  begin  partially  at  age 
62  with  full  benefits  at  age  65.  One  argument  often  made  is  that  the 
public  pension  systems  were  originally  designed  in  an  era  where  life  expec¬ 
tancy  was  much  lower  than  at  present.  Retirees  now  live  many  years 
beyond  the  qualifying  age  for  benefits,  and  some  upward  revision  of  the 
qualifying  age  would  seem  appropriate.  The  effect  of  having  pensions 
begin  at  age  65,  irrespective  of  other  sources  of  income,  is  that  indivi¬ 
duals  retire  earlier  (Feldstein  1974b). 

It  might  appear  from  the  above  discussion  that  public  pensions  have 
negative  effects  in  terms  of  resource  allocation.  Savings  are  lowered, 
labour  supply  is  reduced,  and  retirement  decisions  distorted.  Much  of  the 
work  which  has  been  done  in  the  U.S.,  however,  has  been  somewhat 
inconclusive.  The  Feldstein  propositions  regarding  the  impacts  of  social 
security  on  saving  rates  and  on  retirement  have  been  queried  in  recent 
literature.  Barro  (1974)  argues  that  any  intergenerational  tranfers  which 
are  made  through  the  public  sector  will  produce  corresponding  adjustments 
in  transfers  which  take  place  through  the  private  sector  through  lower 
bequests  from  parents  to  children.  The  net  effect  of  the  social  security 
system  on  private  sector-savings,  after  taking  into  account  this  compen¬ 
sating  adjustment  in  the  private  sector,  would  therefore  be  zero. 

Even  though  there  have  been  fewer  studies  done  in  Canada  than  in 
the  U.S.  detailing  the  effect  of  public  pension  plans  on  savings,  the 
results  have  been  equally  conflicting.  Boyle  and  Murray  (1979),  using 
aggregate  time-series  data,  concluded  that  Canada's  public  pension  plan 
had  no  apparent  effect  on  personal  savings.  In  direct  contrast  is  a  cross- 
section  study  by  Daly  (1982)  concerned  primarily  with  the  impact  of  the 
CPP  on  RRSPs .  Daly's  results  suggested  the  CPP  had  a  definite  negative 
effect  on  personal  saving,  with  an  increase  in  CPP  contributions  by  $1 
reducing  RRSP  contributions  by  0.90. 

Despite  the  disagreement  amongst  economists  as  to  both  the  severity 
and  direction  of  resource-allocation  effects  of  public  pensions,  these  issues 
are  clearly  important  in  deciding  upon  a  policy  stance  towards  pension 
reform  in  Canada. 

As  far  as  the  redistributive  aspects  of  public  pensions  are  concerned, 
one  of  the  most  pronounced  is  redistribution  by  sex.  Because  pension 
benefits  begin  at  age  65,  differential  mortality  rates  of  males  and  females 
are  such  that  the  expected  benefits  for  members  of  the  two  sexes  are 
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sharply  different  in  present  value  terms.  If  average  female  life  expec¬ 
tancy  is  78  years  and  average  male  life  expectancy  is  71  years,  then 
females  will  expect  to  receive  13  years  of  benefits  whereas  males  will  only 
expect  to  receive  six  years  of  benefits.  This  occurs  even  though  the 
contribution  rates  through  the  working  life  will  have  been  the  same  for  the 
two  sexes.  This  is  a  very  important  issue,  because  the  main  component  of 
poverty  among  the  elderly  occurs  among  elderly  females.  Thus  a  redistri¬ 
bution  approach  to  public  pensions  would  accept  these  transfers  to  the 
elderly-female  population  segment,  while  a  pure  pension  approach  to  public 
pensions  would  suggest  the  opposite. 

In  addition  to  redistribution  by  sex,  other  redistributions  within 
cohorts  occur  because  of  differential  mortality  rates.  It  is  well  known,  for 
instance,  that  mortality  is  co-linear  with  income.  Generally  speaking,  the 
wealthier  the  individuals,  the  better  the  quality  of  medical  care  which  they 
are  able  to  obtain  and  thus  the  higher  their  life  expectancy.  There  is 
therefore  a  regressive  element  within  public  pensions  in  that  larger  bene¬ 
fits  on  average  tend  to  get  paid  over  a  lifetime  to  those  with  higher  in¬ 
comes.  Similar  effects  occur  by  province,  since  life  expectancy  in  some 
provinces  is  lower  than  in  others. 

Aside  from  the  redistribution  within  public  pensions,  it  is  also  useful 
to  evaluate  the  extent  of  redistribution  through  public  pensions  relative  to 
other  public-sector  redistribution  through  taxes  and  transfers.  Our 
tax-transfer  system  significantly  changes  the  distribution  of  income  in  the 
economy  through  welfare,  unemployment  insurance,  other  types  of  transfer 
payments,  and  the  progressive  taxes  used  to  finance  them.  Any  redistri¬ 
bution  through  public  pensions  needs  to  be  considered  alongside  the  redis¬ 
tribution  which  occurs  through  other  government  policies;  public  pension 
policy  cannot  be  divorced  from  tax-transfer  policy  in  general. 

As  with  resource-allocation  issues,  these  redistributive  issues  remain 
largely  unsettled  in  the  literature.  The  size  and  extent  of  redistribution 
within  public  pensions  has  not  been  extensively  studied.  The  quantitative 
orders  of  magnitude  of  the  intergenerational  transfers  involved  are  largely 
unknown,  as  is  the  size  of  pension  redistribution  relative  to  other  re¬ 
distribution  in  the  public  sector.  These  issues  provide  major  research 
topics  which  no  doubt  will  be  taken  up  in  future  years,  but  given  the 
resources  and  time  available  are  unfortunately  outside  the  scope  of  the 
present  paper.  Nonetheless  these  issues  are  important  and  should  be 
considered  in  any  evaluation  of  the  Green  Paper  or  other  proposals  for 
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pension  reform. 


CURRENT  PUBLIC  PENSION  ARRANGEMENTS  AND  POVERTY 

Public  pensions  in  Canada 

Current  public-sector  income  support  for  the  elderly  in  Canada  involves  a 
confusing  assortment  of  programs;  some  federal,  some  provincial,  some 
universal,  some  selective,  some  income-related.  Because  the  current 
debate  on  public  pensions  in  Canada  involves  change  starting  from  our 
current  set  of  arrangements,  an  understanding  both  of  how  these  work 
and  their  relative  importance  is  crucial  to  what  follows. 

Federal  income  support  for  the  elderly 

Four  separate  federal  income-support  programs  for  the  elderly  currently 
operate.  Data  on  benefit  levels,  number  of  recipients,  and  money  spent 
on  each  of  these  programs  is  given  in  Table  1. 

The  most  important  is  Old  Age  Security  (OAS)  which  automatically 
provides  flat-rate  benefits  for  everyone  at  age  65  of  around  $250  a  month. 
The  only  qualification  involved  is  years  of  residence  in  Canada.  Benefits 
are  financed  out  of  general  revenues,  are  payable  to  everyone  regardless 
of  income,  but  are  also  taxable.  They  are  indexed  to  the  CPI  except  in 
the  next  two  years  when  the  '6  &  5'  rules  will  apply.  OAS  is  the  largest 
of  the  federal  income  support  programs,  with  expenditures  of  around  $6 
billion  in  1982  out  of  total  federal  income-support  of  $11  billion  to  the 
elderly  in  the  same  year. 

A  second  program  is  the  Guaranteed  Income  Supplement  (GIS)  which 
provides  extra  income  beyond  OAS  for  those  over  65  with  limited  additional 
sources  of  income.  The  maximum  benefit  is  reduced  by  50  per  cent  of 
income  from  other  sources  (excluding  OAS);  income  from  other  sources 
including  CPP  benefits  is  thus  implicitly  taxed  at  a  50  per  cent  rate.  In 
April  1983  the  maximum  monthly  benefit  for  a  single  pensioner  was  $255.13 
and  for  married  pensioners  $196.70  each;  60  per  cent  of  recipients  are 
female.  A  little  over  $2  billion  was  paid  out  in  benefits  in  1982,  with 
around  one-half  of  the  elderly  qualifying  for  some  level  of  GIS  benefit. 

In  1983,  through  the  combination  of  OAS  and  GIS,  elderly  couples  are 
assured  a  basic  minimum  annual  income  of  $10,819  and  single  people  an 
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TABLE  1 

Federally  funded  income-support  programs  for  the  elderly 
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This  is  not  a  federal  program,  but  it  has  been  included  since  it  replaces  CPP  in  Quebec. 
Data  per  recipient  for  1982. 

1981 

This  is  not  an  annual  benefit. 


income  of  $6,110.  This  basic  minimum  income  is  then  supplemented  by 
provincial  and  other  programs. 

A  third  federal  program  is  the  Spouse's  Allowance  (SPA),  which 
provides  benefits  on  an  income-tested  basis  to  individuals  aged  60-64  who 
are  married  to  OAS  pensioners.  This  is  a  smaller  program  which  only 
covered  90,000  beneficiaries  and  involved  around  $200  million  of  expendi¬ 
tures  in  1982.  The  maximum  SPA  is  set  equal  to  the  OAS  pension  plus 
maximum  GIS  at  the  married  rate.  That  portion  of  the  SPA  which  is 

equivalent  to  OAS  is  then  reduced  by  $3.00  a  month  for  every  $4.00  a 

month  of  other  income  of  the  couple,  excluding  OAS  and  GIS,  until  the 
maximum  GIS  is  reached.  After  that,  the  portion  of  the  SPA  which  is 

equivalent  to  GIS,  and  the  GIS  for  the  pensioner,  are  each  reduced  by 

$1.00  for  each  $4.00  of  other  income. 

Finally,  there  are  the  Canada  and  Quebec  Pension  Plans  (CPP  and 
QPP).  The  latter  provides  similar  benefits  to  those  available  under  the 
CPP,  but  the  funds  are  separately  administered  by  the  province.  Each  is 
a  compulsory  earnings-related  pension  plan  with  a  contribution  rate  of  3.6 
per  cent  divided  equally  between  employers  and  employees,  although  con¬ 
tribution  rates  are  projected  to  increase  sharply  in  the  decades  ahead. 
The  self-employed  pay  the  full  3.6  per  cent  contribution  rate.  Expendi¬ 
tures  on  benefits  under  CPP  are  the  same  order  of  magnitude  as  benefits 
paid  under  GIS,  although  it  should  be  noted  that  QPP  expenditures  are 
excluded  in  this  comparison.  Around  1.3  million  beneficiaries  are  involved, 
around  the  same  order  of  magnitude  as  GIS  beneficiaries,  although  again 
QPP  beneficiaries  are  excluded. 

A  clearly-defined  benefit  formula  operates  in  each  of  the  two  plans. 
For  each  working  year  a  contributor  is  assigned  a  number  equal  to  the 
ratio  of  his  earnings  to  the  maximum  pensionable  earnings  in  the  year 
(YMPE),  and  on  retirement  an  average  earning  ratio  (AER)  is  used  to 
calculate  a  contributor’s  pension.  In  this  calculation,  15  per  cent  of  the 
invested  year's  earnings  may  be  dropped  from  total  earnings  before  com¬ 
puting  average  pensionable  earnings,  and  for  each  month  worked  after  age 
65  to  age  70  an  additional  month  of  low  earnings  may  be  dropped.  Contri¬ 
butions  are  made  between  ages  18  and  70  or  until  retirement.  A  contribu¬ 
tor's  pension  is  computed  from  the  average  of  maximum  pensionable  earn¬ 
ings  for  the  year  of  retirement  and  the  two  preceding  years,  and  25  per 
cent  of  that  average  is  multiplied  by  the  individual's  AER  to  determine  the 
pension. 
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More  formally,  the  AER  used  to  calculate  the  pension  for  any  worker 
in  year  t  is: 


APR  -  —  j  _ _ _ til  ' 

A£,nt  Nr  YMPE.  . 

J=1  t-j 

where  N  is  the  number  of  years  in  contributory  period  (after  up  to  15  per 

cent  of  low  income  years  have  been  dropped),  PE  .  is  the  worker's  pen- 

t— J 

sionable  earnings  in  the  year  j,  and  YMPE  .  is  the  maximum  pensionable 

t  J 

earnings  in  year  j . 

In  1983  the  YMPE  was  $18,500.  YMPE  is  scheduled  to  increase  by 
12.5  per  cent  each  year,  as  has  been  true  since  1976,  until  it  reaches  the 
industrial  composite  wage  for  the  twelve  months  ending  June  30  of  the 
previous  year.  When  this  level  has  been  achieved  the  YMPE  will  rise  with 
the  average  wage.  The  September  1982  industrial  composite  wage  is 
$20,450,  so  that,  depending  on  the  inflation  rate,  this  level  should  be 
reached  in  the  next  two  to  three  years. 

After  the  AER  is  determined,  a  worker's  pension  is  calculated  using 
25  per  cent  of  the  average  of  the  maximum  pensionable  earnings  for  the 
year  of  retirement  and  the  2  preceding  years  (AYMPE^),  that  is, 

PB. .  =  0.25  •  A  YMPE.  -AER, 
it  t 

where  PB.^  is  the  retirement  pension  of  the  individual  i  who  retires  in  year 
t  and  AYMPE^  is  the  yearly  maximum  pensionable  earnings  averaged  over 
three  years  ending  with  the  retirement  year  t.  Thus,  a  worker  who 
earned  the  maximum  earnings  from  age  18  or  from  the  start  of  the  plan  in 
1966  would  have  a  ratio  of  1  and  his  pension  benefits  would  be  equal  to  25 
per  cent  of  the  AYMPE. 

In  1983  the  maximum  monthly  CPP  benefit  was  $345.15.  Benefits  are 
paid  regardless  of  marital  status,  are  based  strictly  on  contributions,  and, 
importantly,  are  indexed.  In  1982,  40  per  cent  of  contributors  were 
women,  but  only  32  per  cent  of  recipients  were  women,  who  in  turn 
received  only  25  per  cent  of  all  retirement  benefits.  In  1979  CPP/QPP 
accounted  for  only  20  per  cent  of  all  federal  income  support  for  the  elder¬ 
ly,  and  only  about  8  per  cent  of  total  income  of  the  elderly,  so  that  in 
spite  of  the  attention  given  to  CPP  in  pension  reform  discussion  it  is  not 
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as  important  as  it  is  sometimes  portrayed. 

Other  benefits  are  paid  under  CPP  including  disability  and  survivor¬ 
ship  benefits.  To  claim  disability  benefits  one  must  have  contributed  for 
at  least  five  whole  or  part  calendar  years  in  the  preceding  ten-year  period 
and  must  be  suffering  from  a  severe  and  prolonged  mental  or  physical 
disability  requiring  withdrawal  from  the  labour  force.  Benefit  is  payable 
four  months  after  the  disability  occurs  and  consists  of  a  fixed  amount  plus 
a  computed  value  for  the  accrued  retirement  component.  In  1983  the  fixed 
amount  was  $78.60  a  month  plus  75  per  cent  of  the  contributor's  retirement 
pension,  calculated  as  if  he  reached  the  age  of  65  but  with  no  allowance 
for  extra  contributory  years.  Children  of  a  disabled  contributor  receive 
benefits  at  the  same  monthly  rate  and  under  the  same  eligibility  conditions 
as  apply  to  orphans. 

Survivor's  benefits  under  the  CPP  depend  on  the  spouse's  age, 
whether  there  are  children,  and  whether  or  not  the  spouse  is  disabled. 
The  deceased  contributor  must  have  contributed  for  either  (i)  at  least 
three  calendar  years  and  one-third  of  the  number  of  calendar  years  in  his 
contribution  period  or  (ii)  for  at  least  ten  calendar  years.  Spouses  who 
are  disabled  or  have  dependent  children  receive  a  flat  allowance  of  $78.60 
a  month  plus  37.5  per  cent  of  the  retirement  pension  of  the  deceased 
(indexed  to  the  CPI).  On  reaching  65,  the  pension  is  60  per  cent  of  the 
deceased's  pension  indexed  for  inflation  over  the  intervening  period. 
Surviving  spouses  who  are  not  disabled  or  have  no  dependent  children 
receive  the  full  spouse  benefit  as  outlined  for  those  over  45,  but  between 
35  and  44,  benefits  are  proportionately  reduced  (eg.,  at  age  35  only  10 
per  cent  of  benefits  are  payable).  The  maximum  monthly  survivor-benefit 
in  1983  was  $208.03  under  65  and  $207.09  over  65.  A  surviving  spouse 
over  age  65  can  only  receive  survivor  and  retirement  benefits  up  to  the 
maximum  CPP  benefit  of  $345.15. 

Children's  benefits  under  the  CPP  are  provided  for  dependent  chil¬ 
dren  of  disability  pensioners  and  surviving  spouses  up  to  the  age  of  18. 
The  1983  maximum  monthly  benefit  was  $78.60  per  child.  For  children 
under  the  age  of  18,  benefit  is  payable  to  the  surviving  spouse.  For 
children  over  18,  payment  is  made  to  the  child. 

Finally,  death  benefits  are  also  payable  under  the  CPP.  If  a  contri¬ 
butor  dies  prior  to  retirement,  a  lump-sum  death  benefit  is  payable  to 
survivors.  The  contributor  must  have  contributed  for  at  least  one-third 
of  the  calendar  years  possible.  The  1983  maximum  benefit  is  $1,850. 
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Besides  the  benefits  payable  under  the  four  federal  programs  listed 
above,  other  federally  financed  benefits  for  the  elderly  operate.  One  of 
these  is  preferences  for  the  elderly  in  the  tax  system.  Currently,  an 
additional  exemption  through  age  and  pension  allowances  of  $3,220  (1982) 
operates  for  those  age  65  and  over.  Thus  for  someone  over  age  65  in  a  30 
per  cent  marginal- tax  bracket,  the  implicit  value  of  these  special  prefer¬ 
ences  would  be  $966  a  year. 

Another  is  federal  funding  of  health  care,  much  of  which  is  provided 
for  the  over-65  group.  Combined  provincial  health  care  costs,  much  of  it 
funded  through  the  federal  Established  Programs  Financing  Act  (EPF), 
currently  account  for  nearly  $13  billion.  The  Economic  Council  of  Canada 
suggested  in  their  review  of  public  pension  issues  that  per  capita  health¬ 
care  expenditures  for  the  over-65  group  are  seven  times  those  for  the 
under-18  age  group.  A  rough  calculation  might  thus  be  that  if  8  per  cent 
of  the  population  are  over  age  65,  they  account  for  around  30  per  cent  of 
health  care  costs.  On  a  per  capita  basis  this  would  be  around  $2,500  a 
year  for  each  individual  over  age  65. 

This  package  of  federal  income  and  other  support  for  the  elderly  is 
clearly  complex,  but  certain  key  features  of  the  federal  programs  are 
important  and  need  to  be  kept  in  mind  when  discussing  pension  reform. 

1  Perhaps  most  important  is  the  feature  that  in  spite  of  the  Green 
Paper  emphasis  on  CPP  benefits,  the  largest  portion  of  federal  income 
support  for  the  elderly  occurs  outside  the  CPP.  To  some  extent  this 
reflects  the  fact  that  the  CPP  is  not  yet  fully  mature,  but  even  with  a 
mature  plan  this  will  likely  still  be  true.  Currently,  around  60  per  cent 
of  benefits  are  paid  under  OAS,  a  universal  program,  and  another  20  per 
cent  under  GIS. 

2  The  majority  of  beneficiaries  under  all  programs  is  female,  most  of 
whom  are  surviving  spouses.  Both  survivor  benefits  and  the  pension 
treatment  of  women  are  thus  important  parts  of  any  pension  reform  pack¬ 
age. 

3  The  various  elements  of  federal  income  support  interact  in  important 
ways.  An  especially  important  feature  is  that  GIS  was  originally  designed 
to  provide  additional  income  support  for  non-CPP  qualifiers.  CPP  benefits 
are  therefore  included  in  other  income  and  are  subject  to  the  50  per  cent 
implicit  tax  through  withdrawal  of  GIS  benefits.  Thus,  all  proposals  to 
increase  CPP  benefits  have  to  take  into  account  the  impact  on  the  total 
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income  package  of  pensioners,  including  loss  of  GIS  benefits.2 
4  A  number  of  anomalies  between  beneficiaries  are  frequently  noted 
when  evaluating  this  package  of  income  support.  Among  these  are  the 
following: 

(a)  Married  couples  receive  federal  income  support  in  the  $11,000 
range  while  single  people  receive  around  $6,000  -  $7,000.  It  is  frequently 
claimed  that  a  couple's  living  costs  are  only  about  25  per  cent  higher  than 
those  of  a  single  person,  and  so  these  differences  in  levels  of  support  are 
anomalous . 

(b)  Spouses  between  60  and  65  married  to  OAS  recipients  are  pre¬ 
ferentially  treated  compared  to  single  persons  aged  60-65.  They  receive 
OAS  plus  GIS  as  Spouse's  Allowance  (SPA),  while  others  in  the  age  group 
do  not. 

(c)  Couples  who  divorce  or  separate  prior  to  retirement  are  general¬ 
ly  unfavourably  treated  relative  to  couples  who  remain  married  on  retire¬ 
ment,  in  the  sense  that  their  joint  benefits  are  lowered.  Married  couples 
acquire  eligibility  for  SPA  and  survivor  benefits  not  received  by  separated 
couples . 

(d)  Single  contributors  pay  the  same  level  of  CPP  contributions  as 
married  contributors  even  though  they  will  only  receive  a  single  retirement 
benefit;  married  contributors  accumulate  eligibility  for  both  retirement  and 
survivor  benefits  for  their  spouses. 

Provincial  income  support  for  the  elderly 

Provincial  programs  for  the  elderly  are  less  substantial  than  federal  pro¬ 
grams,  but  are  still  significant.  Programs  include  further  income  support, 
free  medical  premiums,  subsidized  housing,  and  tax  grants.  The  income 
support  programs  are  as  follows: 

Ontario.  GAINS  (Guaranteed  Annual  Income  System)  supplements  the 
federal  OAS  and  GIS  programs  for  people  aged  65  and  over  who  have  lived 
in  Canada  for  ten  years  and  in  Ontario  for  one  year.  The  1983  maximum 
monthly  supplement  for  single  pensioners  is  $48.88  and  for  a  married 
couple  $79.81  per  person.  Income  from  other  sources,  however,  including 
CPP,  is  taxed  at  a  50  per  cent  rate. 

British  Columbia.  GAIN  (Guaranteed  Available  Income  for  Need) 
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provides  income  support  for  the  handicapped  and  seniors.  The  maximum 
monthly  benefit  in  1982  was  $38.88  for  single  people  and  $49.83  per  person 
for  married  couples. 

Alberta.  The  Alberta  Assured  Income  Plan  has  a  maximum  monthly 
benefit  of  $85.00  per  person,  single  or  married. 

Saskatchewan.  The  Saskatchewan  Income  Plan  has  a  maximum  monthly 
benefit  for  single  people  of  $25.00  and  for  married  couples  of  $22.50  per 
person. 

Manitoba.  The  Manitoba  supplement  for  seniors  has  a  maximum  quar¬ 
terly  benefit  for  single  people  of  $46.92  and  for  married  couples  of  $50.58 
per  person. 

Nova  Scotia.  Municipal  Social  Assistance  provides  special  social 
assistance  with  a  maximum  benefit  of  $219  annually  per  person,  single  or 
married. 

Northwest  Territories.  Senior  Citizens'  Benefits. 

Yukon.  The  maximum  monthly  benefit  is  $100  per  person,  single  or 
married. 

Two  key  features  of  these  provincial  income-supplement  programs  are 
the  sharp  variation  in  benefit  rates  across  provinces  ($85  a  month  in 
Alberta  versus  $219  a  year  in  Nova  Scotia,  and  nothing  in  Newfoundland), 
and  the  stratification  in  benefits  between  single  people  and  married 
couples,  reinforcing  that  in  federal  programs.  In  British  Columbia,  for 
instance,  the  maximum  benefit  paid  to  each  partner  in  a  married  couple 
exceeds  the  single  person  benefit,  as  is  also  the  case  in  Ontario. 

Additional  provincial  assistance  to  the  elderly  comes  from  a  number  of 
sources.  In  Ontario  there  are  tax  grants  of  $50  per  person  to  offset 
provincial  sales  tax  and  $500  per  household  to  offset  property  taxes.  A 
waiver  of  OHIP  premiums  also  applies.3  For  a  family  this  is  worth  $56.70 
a  month  and  for  single  people  $28.35  a  month  as  of  June  1983.  There  is 
also  a  drug-benefit  program  under  which  free  prescription  drugs  to  the 
elderly  are  available.  Finally,  there  is  assisted  housing  for  the  elderly. 
To  qualify  in  Ontario,  a  beneficiary  must  have  resided  in  Ontario  for  a 
minimum  of  one  year  and  must  be  aged  60  or  over.  There  are  no  income 
restrictions,  but  those  with  a  low  income  are  the  first  to  be  offered 
housing  when  it  becomes  available.  Rent  assistance  involves  a  subsidized 
rent  calculated  at  approximately  25  per  cent  of  gross  income;  for  someone 
receiving  only  OAS  and  GIS,  this  is  around  $140  a  month. 
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This  wide  range  of  federal  and  provincial  programs  presents  a  con¬ 
fusing  mix  of  policies,  especially  for  someone  unfamiliar  with  public  pen¬ 
sions  trying  to  evaluate  reform  proposals.  The  number  and  range  of  these 
programs,  and  the  way  they  interact,  produces  a  total  system  in  which  it 
can  be  misleading  to  examine  one  part  in  isolation  from  the  rest.  As  an 
overall  figure,  the  offsetting  features  of  income-supplement  programs 
produce  income  packages  for  singles  over  65  years  old  of  around  $6,500  to 
$8,000  per  year  depending  upon  their  CPP  position  and  around  $10,500  to 
$12,000  per  year  for  married  couples.  Provincial  benefits  in  kind  are  in 
addition  to  this  and  may  average  around  $750  to  $1,500  per  year.  The 
precise  circumstances  of  an  individual  or  couple  determine  the  amount  of 
support  they  receive.  These  support  levels  are  discussed  further  below, 
as  are  the  relative  support  levels  of  married  and  single  pensioners. 

Poverty,  the  elderly  and  public  pensions 

Evaluating  our  public  pension  arrangements  is  obviously  made  difficult  both 
by  the  proliferation  of  programs  and  their  complexity.  However,  even 
after  this  mix  of  programs  is  fully  understood,  information  on  the  total 
incomes  of  the  elderly  and  their  income  composition  is  still  needed  in  order 
to  evaluate  their  impact.  A  picture  often  painted  is  that  of  an  impover¬ 
ished  elderly  segment  of  our  population  almost  totally  dependent  on  inade¬ 
quate  government  programs  for  a  meagre  existence.  But  how  realistic  is 
that  picture,  and  what  are  the  combined  benefits  payable  under  these 
programs  actually  worth? 

Data  on  the  income  position  of  the  elderly  is  given  in  a  series  of 
tables  (Tables  2-7).  Tables  2  and  3  report  the  relative  incomes  of  both 
family  groups  and  unattached  individuals  for  1980  ranked  by  income  range 
and  classified  by  sex,  with  comparable  numbers  for  all  age  groups.  In 
Table  2  for  the  family  groups,  the  average  income  of  families  whose  heads 
are  aged  65  and  over  is  significantly  lower  than  the  average  income  of  all 
families  with  a  large  concentration  of  incomes  in  the  range  of  $7,000  to 
$12,000  per  year.  Thus,  elderly  households  are  unambiguously  and  signi¬ 
ficantly  poorer  in  income  terms  than  the  average  household.  A  particu¬ 
larly  sharp  difference  is  noticeable  in  the  average  and  the  median  incomes. 
Only  a  small  difference  occurs  between  the  average  and  the  median  incomes 
for  all  households ,  while  for  the  elderly  households  the  gap  is  much  more 
pronounced. 
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TABLE  2 

Relative  incomes  of  family  groups,  1980  percentage  distributions 


Family 

All 

families 

Male 

head 

Female 

head 

Incomes 

$  ,000 

All  age 
groups 

Heads 

65  &  over 

All  age 
groups 

65  &  over 

All  age 
groups  65 

&  over 

<5 

2.8 

2.5 

1.6 

2.0 

13.6 

6.4 

5-7 

3.0 

3.4 

1.7 

2.9 

14.9 

7.7 

7-10 

7.0 

23.2 

6.2 

24.3 

13.9 

13.4 

10-12 

4.6 

12.8 

4.2 

13.7 

7.9 

5.1 

12-13 

1.9 

4.5 

1.8 

4.5 

2.7 

5.1 

13-14 

1.9 

3.4 

1.7 

3.4 

3.6 

3.5 

14-15 

2.3 

3.9 

2.2 

3.6 

2.7 

6.5 

15-16 

2.3 

3.0 

2.1 

2 . 6 

4.5 

7.2 

16-17 

2.5 

2.8 

2.4 

2.7 

3.5 

4.2 

17-18 

2.7 

2.9 

2.6 

2.7 

3.3 

4.3 

18-20 

5.2 

5.5 

5.3 

5 . 6 

4.5 

4.9 

20-22 

5.1 

4.0 

5.4 

4.2 

2.2 

2.6 

22-25 

8.1 

5.6 

8.5 

5.7 

4.9 

4.8 

25-30 

13.8 

7.2 

14.5 

7.2 

7.8 

7.5 

30-35 

11.1 

4.8 

11.8 

4.7 

5.0 

5.7 

35-40 

8.6 

3.2 

9.3 

3.0 

2.1 

5.0 

40-45 

5.5 

1.5 

6.0 

1.5 

0.7 

1.1 

45+ 

11.7 

5.7 

13.7 

5.8 

2.1 

4.9 

All  incomes 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

Average  1980 

income  $27,398 

$19,185 

$28,781 

$19,201 

$14,969 

$19,048 

Median  1980 

income 

$25,244 

$14,055 

$26,494 

$13,770 

$11,931 

$15,316 

SOURCE:  Income  Distributions  by  Size  in  Canada,  1980:  Statistics  Canada, 

Table  4,  40-1. 


Nonetheless,  the  average  income  for  the  elderly  group  is  around 
$19,000  per  year.  As  the  figure  for  1980  of  the  average  public-pension 
income  of  households  65  and  over  is  around  $10,000  per  year,  this  sug¬ 
gests  that  the  average  income  of  all  families  65  and  over  may  be  approxi¬ 
mately  double  the  income  support  generated  by  the  public  pension  system. 
This  further  suggests  that,  although  a  significant  number  of  elderly  house¬ 
holds  are  clearly  heavily  dependent  on  public  pension  incomes,  the  average 
elderly  household  has  substantial  additional-income  resources  available 
beyond  them. 

In  Table  3  the  income  positions  of  unattached  individuals  are  pre¬ 
sented.  The  average  income  of  all  unattached  individuals  over  age  65  is 
$8,165  per  year  in  1980,  with  a  median  income  of  only  $5,684.  This  me- 
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TABLE  3 

Relative  incomes  of  unattached  individuals,  1980  percentage  distributions 


Individual 

All  unattached 
individuals 

Males 

Females 

Incomes 

$  ,000 

All  age 
groups 

65 

&  over 

All  age 
groups 

65  &  over 

All  age 
groups 

65 

&  over 

<2 

6.1 

0.5 

5.9 

1.0 

6.2 

0.3 

2-3 

3.9 

3.8 

2.9 

4.1 

4.7 

3.7 

3-4 

5.3 

4.3 

4.5 

3.8 

6.0 

4.5 

4-5 

11.0 

25.3 

6.4 

19.2 

14.6 

27.7 

5-6 

10.4 

23.5 

7.8 

20.2 

12.5 

24.8 

6-7 

5.5 

9.9 

5.0 

12.6 

5.9 

8.8 

7-8 

4.1 

5.4 

4.5 

6 . 6 

'3.8 

4.9 

8-9 

4.8 

4.3 

4.7 

4.2 

4.9 

4.3 

9-10 

3.8 

2.8 

3.3 

2.9 

4.1 

2.8 

10-12 

6.7 

4.4 

6.4 

4.5 

6 . 8 

4.3 

12-15 

9.6 

4.8 

9.1 

6 . 3 

20.0 

4.2 

15-20 

12.1 

5.2 

16.1 

6 . 3 

9.0 

4.8 

20-25 

8.7 

3.4 

11.7 

4.1 

6.4 

3.2 

25+ 

8.0 

2.4 

11.8 

4.2 

5.0 

1.7 

All  incomes 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

Average  1980 

income 

$11,403 

$8,165 

$13,461 

$9,582 

$9,776 

$7,607 

Median  1980 

income 

$  8,761 

$5,684 

$11,587 

$6,135 

$6,998 

$5,556 

SOURCE:  Income  Distributions  by  size  in  Canada,  1980:  Statistics  Canada, 

Table  23,  56. 


dian  income  is  approximately  the  amount  of  income  available  under  public- 
sector  income-support  programs,  suggesting  that  the  bottom  50  per  cent  of 
elderly  individuals  (as  against  households)  have  no  other  source  of  income 
beyond  that  available  through  public  pensions.  In  addition,  for  the  unat¬ 
tached  individuals  a  much  sharper  difference  between  males  and  females 
occurs.  For  females,  the  average  income  is  only  $7,607  per  year,  with  a 
median  income  of  $5,556.  Thus,  while  households  over  age  65  may  seem  on 
average  to  be  relatively  well  provided  for,  single  females  appear  to  be  the 
population  segment  where  the  most  severe  poverty  among  the  elderly 
resides. 

Table  4  reports  information  on  the  average  income  and  wealth  of 
various  groups  classified  by  both  age  and  wealth.  What  is  noticeable  is 
that  the  group  who  were  aged  65-plus  in  1977  have  both  significantly  lower 
incomes  and  wealth  than  most  other  age  groups  in  the  economy.  Yet 
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TABLE  4 


A.  Average  income  and  wealth  of  families  and  unattached  individuals  by  age 
of  head,  Canada  1977 


Age  of  head 

Average 

income 

($) 

Average 

wealth 

($) 

Ratio  of 
wealth 
to  income 

Percentage 
of  home 
ownership 

Percentage  with 
mortgage  among 
homeowners 

<24 

9,444 

5 , 466 

0.58 

12.2 

82.6 

25-34 

16,443 

23 , 664 

1.42 

52.9 

85.6 

35-44 

20,395 

57,257 

2.81 

72.7 

75.1 

45-54 

21,056 

74,405 

3.53 

74.4 

53.9 

55-64 

16,818 

70,300 

4.18 

70.4 

31.3 

65+ 

8,604 

47,074 

5.47 

62.6 

9.7 

Total 

15,849 

46,273 

2.92 

59.6 

54.0 

B. 

by 

Percentage  composition  of  wealth  of  families  and  unattached  individuals 
age  of  head,  Canada  1977 

Age 

:  of  head 

Average 

wealth 

Percentage  composition  of  wealth 

Financial 
assets  Cars 

Equity 
in  home 

Non-home 
real  estate 

Equity  in 
business 
or  farm 

<24 

5 , 466 

-7.3 

29.9 

36.2 

7.8 

33.4 

25-34 

23 , 664 

6.0 

10.8 

49.7 

9.0 

24.6 

35-44 

57,257 

16.3 

4.9 

44.3 

10.1 

24.5 

45-54 

74,405 

14.3 

4.2 

41.9 

10.4 

29.1 

55-64 

70,300 

23.2 

3.4 

40.3 

10.3 

22.8 

65+ 

47,074 

33.2 

2.6 

46 . 0 

8.9 

9.2 

Total 

46,273 

18.7 

5.0 

43.7 

9.8. 

22.7 

SOURCE:  The  Distribution  of  Income  and  Wealth  in  Canada,  1977:  Statistics 

Canada,  Tables  6  and  8. 


among  this  group  a  large  portion  of  wealth  is  in  home  ownership,  and  by 
and  large  their  mortgages  are  paid  off.  A  significant  number  of  the 
elderly  have  private  pensions  and  various  forms  of  investment  income. 
Thus,  a  common  position  for  the  elderly  to  find  themselves  in  is  with  a 
small  non-public  pension  income  and  their  wealth  largely  in  their  home. 

A  more  complete  picture  of  the  income  situation  of  the  elderly  is 
presented  in  Table  5,  which  reports  the  composition  of  their  incomes  in 
1976.  A  striking  feature  is  the  large  portion  of  the  income  of  the  elderly 
which  accrues  as  earned  income.  On  average,  the  over-65  group  earn 
almost  as  much  as  they  receive  in  OAS-GIS,  and  in  1976  this  exceeded 
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Unattached  individuals  Married  couples  Total 
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TABLE  6 


Yearly  income  support  levels, 

March  1983, 

federal 

and  provincial 

(Ontario) 

OAS 

CPP 

GIS 

GAINS 

Total 

Married  couple,  both  65, 
neither  CPP  recipient 

6099 

4720 

1915 

12,735 

Married  couple,  both  65, 
husband  max.  CPP 

6099 

4141 

2657 

12,897 

Married  couple,  both  65, 
both  receive  max.  CPP 

6099 

8283 

592 

14,974 

Married  couple,  both  65, 
husband  receives  avg.  new 

CPP  retirement  benefit 

6099 

2916 

3280 

475 

12,770 

Married  couple,  both  65, 
husband  receives  avg.  CPP 
retirement  benefit 

6099 

2318 

3568 

763 

12,748 

Single  person,  age  65, 
non-CPP  recipient 

3049 

3061 

586 

6 ,696 

Single  person,  age  65, 
receives  max.  CPP 

3049 

4141 

997 

8,187 

receives  avg.  new 
retirement  benefit 

Survivor,  age  65+ ,  receives 
max.  CPP  benefit 

3049 

2485 

1825 

7,359 

Single,  age  65+,  receives 
avg.  CPP  survivor  pension 

3049 

1760 

2185 

6,994 

Female,  age  70,  receives 
avg.  CPP  survivor  benefits 
1982 

2795 

1311 

2151 

6,258 

SOURCE:  Authors'  own  calculations. 


receipts  of  CPP  benefits  by  a  ratio  of  6:1.  There  are  differences  between 
unattached  individuals  and  married  couples:  the  former  work  significantly 
less  than  the  latter.  Differences  also  occur  between  those  who  receive 
private  pension  income  and  those  who  do  not.  The  former  work  less  than 
the  latter.  As  with  the  earlier  table,  the  picture  emerging  is  of  an  elderly 
group  who  on  average  have  significant  amounts  of  income  support  outside 
of  public  pension  income,  but  who  still  include  a  substantial  segment  that 
is  almost  totally  dependent  on  government  income  support. 

In  Table  6,  data  are  provided  on  levels  of  income  support  from  com¬ 
bined  federal  and  provincial  programs  for  various  households  and  indivi¬ 
duals  in  Ontario  whose  qualification  position  varies.  What  is  striking  is 
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TABLE  7 


National 

Council  on 

Welfare  poverty- 

Tine  estimates, 

1982 

No .  in 
family 

Population  of  area  of  residence 

500,000 
and  over 

100, GOO- 
499, 999 

30, GOO- 
99, 999 

Less  than 
30,000 

Rural 

1 

$  8,970 

$  8,519 

$  7,991 

$  7,388 

$  6,633 

2 

11,835 

11,231 

10,479 

9,724 

8,669 

3 

15,831 

15,002 

14,021 

13,042 

11,609 

4 

18,243 

17,337 

16,208 

15,076 

13,419 

5 

21,259 

20,127 

18,771 

17,488 

15,604 

6 

23,218 

21,937 

20,505 

19,072 

17,036 

7  or 

25,555 

24,198 

22,616 

21,032 

18,771 

more 

the  way  in  which  these  programs  compound  and  offset  each  other  through 
the  income  supplementation  aspects  of  GIS  and  GAINS,  which  in  turn 
largely  offset  the  effect  of  CPP.  Thus,  in  the  case  of  a  married  couple 
where  both  are  age  65,  if  neither  qualifies  for  CPP  they  received  $12,735 
in  1983.  If,  however,  the  husband  had  been  a  maximum  contributor  to 
CPP,  their  income  would  have  only  increased  by  $162  a  year  to  $12,897. 
In  the  case  of  a  married  couple  where  the  husband  receives  the  average 
CPP  benefits,  the  couple,  because  of  the  loss  of  GIS  and  GAINS,  is  hardly 
any  better  off  than  if  neither  were  a  CPP  recipient.  For  single  people,  a 
comparable  situation  arises,  although  the  difference  between  being  a  CPP 
recipient  or  not  receiving  CPP  is  much  larger.  This  illustrates  a  feature 
which  is  very  important  to  keep  in  mind  when  evaluating  the  Green  Paper 
proposals  which  deal  almost  exclusively  in  changes  to  CPP  benefits:4  an 
increase  in  CPP  benefits  can  make  households  no  better  off  because  of  the 
loss  of  GIS  and  GAINS.  For  households,  the  total  income  package  varies 
little  between  CPP  beneficiaries  and  non-CPP  qualifiers,  raising  the  ques¬ 
tion  as  to  how  important  the  changes  in  CPP  benefits  proposed  in  the 
Green  Paper  are  to  the  total  income  support  of  the  elderly.  Among  the 
single  individuals  there  is  more  variation  in  benefit  levels,  but  again,  the 
same  offsetting  effects  of  GIS  and  GAINS  occur. 

A  further  noticeable  feature  of  Table  6  is  the  difference  in  the  level 
of  support  paid  to  single  individuals  and  married  couples.  This  has  at¬ 
tracted  a  lot  of  attention  in  the  pension  debate,  with  the  view  of  many 
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people  being  that  the  differences  are  too  large.  The  living  costs  of  a 
single  person  relative  to  a  married  couple  may  be  as  much  as  70  to  80  per 
cent,  and  yet  the  difference  in  pension  benefits  is  around  80  per  cent 
higher  for  a  married  couple.  An  argument  made  frequently  is  that  if 
married-couple  benefits  were  significantly  reduced,  there  would  be  incen¬ 
tives  given  for  elderly  people  to  separate  from  each  other  and  then  qualify 
for  single-person  benefits,  and  that  to  prevent  these  artificial  incentives, 
benefits  have  to  be  maintained  at  this  level.  But  the  asymmetry  in  cur¬ 
rent  benefit  levels  is  readily  apparent. 

A  further  sense  of  the  adequacy  or  inadequacy  of  these  levels  of 
income  support  can  be  gauged  from  the  National  Council  on  Welfare  calcula¬ 
tions  of  the  poverty  line  for  various  groups  in  1982,  reported  in  Table  7. 
These  are  reported  by  area  of  population  size  and  for  different  family 
sizes.  The  levels  of  provision  for  public  pensions  for  single  people  can  be 
seen  to  be  significantly  below  the  poverty  lines  for  two-person  households, 
once  again  emphasizing  the  inequities  involved  between  married  couples  and 
single  people. 

Where  do  these  numbers  leave  one  on  the  pension  debate?  On  the 
one  hand,  the  impression  conveyed  by  the  data  is  that  the  elderly  do  on 
average  have  significant  amounts  of  non-public  pension  income  available  to 
them.  Many  work  and  receive  investment  income.  On  the  other  hand, 
there  is  undoubtedly  a  population  segment  among  the  elderly  which  is 
almost  totally  dependent  on  public  pension  income,  many  of  whom  are 
single  elderly  females  in  relative  poverty.  Thus,  there  are  questions  as  to 
whether  universal  support  and  the  levels  of  benefits  make  sense;  there  is 
also  concern  that  some  public  pension  presence  on  redistribution  grounds 
is  called  for.  These  issues  are  returned  to  later  in  the  paper  where  the 
Green  Paper  proposals  are  evaluated. 

OTHER  FEATURES  OF  PUBLIC  PENSIONS  IN  CANADA 

Besides  the  structure  of  our  current  arrangements  and  the  economic  posi¬ 
tion  in  which  the  elderly  find  themselves,  a  number  of  other  key  issues 
need  to  be  kept  in  mind  in  approaching  reform  of  public  pensions  in 
Canada.  These  include  the  impacts  of  future  demographic  changes  on  the 
funding  both  of  CPP  and  public  pensions  in  general,  the  special  problems 
of  women  in  the  public  pension  area,  and  provincial  interest  in  public 
pension  reform. 
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Population,  age  structure  and  the  financing  of  public  pensions 


Important  issues  in  the  current  pension  debate  concern  the  impact  of 
changes  in  the  age  structure  of  the  population  in  future  years  on  the 
financing  of  both  the  CPP  and  of  public  pensions  in  general,  including 
OAS  and  GIS. 

The  CPP  financing  problem  is  a  topic  which  has  received  major  atten¬ 
tion  in  the  public-pension  debate  in  Canada,  and  similar  issues  have  been 
at  the  heart  of  the  debate  on  social  security  in  the  U.S.  What  is  not  as 
widely  recognized  is  that  similar  financing  problems  confront  OAS  and  GIS. 
While  these  are  paid  out  of  general  revenue,  and  so  no  future  contribution 
rate  increases  for  a  specific  pension  fund  are  involved,  the  impact  of 
changes  in  age  structure  on  future  taxes  through  these  programs  are 
similar  to  the  widely  discussed  problems  of  CPP  and,  potentially,  quantita¬ 
tively  more  important. 

As  the  CPP  matures,  the  contribution  rate  has  to  increase  to  compen¬ 
sate  for  the  growing  number  of  beneficiaries  and  the  increasing  proportion 
entitled  to  maximum  benefits.  This  maturation  coincides  with  changes  in 
the  age  structure  of  the  population  to  which  we  are  already  locked  in,  due 
both  to  changes  in  birth  rates  and  life  expectancy  in  recent  decades.  As 
the  average  age  of  the  population  increases  and  a  larger  number  of  re¬ 
tirees  is  present  in  the  population,  contribution  rates  must  increase  if 
benefits  are  to  be  maintained.  Alternatively,  if  contribution  rates  are  kept 
unchanged,  benefits  will  have  to  fall. 

There  seems  general  agreement  that  a  funding  crisis  lies  ahead. 
Birth  rates  have  been  falling,  life  expectancy  has  been  rising,  and  bene¬ 
fits  under  the  CPP  are  scheduled  to  grow  in  the  years  ahead  to  25  per 
cent  of  the  average  industrial  wage  (AIW)  and  more.  While  the  CPP  is  a 
partially  funded  pension  plan  with  cumulated  funds  being  lent  to  the 
provinces,  the  partial  funding  will  not  be  sufficient  to  cover  benefit  obli¬ 
gations  under  the  plan.  Hence,  a  considerable  increase  in  contributions  is 
seen  as  inevitable. 

Tables  8  and  9  reproduce  data  from  a  study  for  the  Economic  Council 
of  Canada  by  Denton,  Feaver,  and  Spencer  which  provides  projections  to 
the  year  2051  of  Canada's  population  and  work  force,  rightly  emphasizing 
how  these  projections  are  affected  by  fertility,  mortality,  immigration,  and 
work-force  participation  assumptions.  Nonetheless,  their  projections  in¬ 
dicate  the  potentially  large  problems  ahead  for  our  public  pension  system. 
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TABLE  8 

Denton-Feaver-Spencer  projections  of  percentage  of  population  65  years  and 
older,  Canada,  1976-2051 


Year 

' Baseline ' 
proj  ections 

' Pessimistic ' 
variant 

' Optimistic ' 
variant 

1976 

8.7 

8.7 

8.7 

1981 

9.4 

9.6 

9.2 

1986 

10.0 

10.4 

9.4 

1991 

10.7 

11.6 

9.7 

1996 

11.2 

12.5 

9.8 

2001 

11.5 

13.2 

9.7 

2006 

11.7 

13.8 

9.5 

2011 

12.4 

15.2 

9.6 

2016 

13.9 

17.4 

10.2 

2021 

15.4 

20.0 

10.9 

2026 

17.2 

22.9 

11.6 

2031 

18.3 

25.3 

11.8 

2036 

18.2 

26.3 

11.0 

2041 

17.5 

26 . 6 

10.0 

2046 

17.3 

26.7 

9.8 

2051 

17.6 

26.7 

10.3 

SOURCE:  Denton,  Feaver,  and  Spencer  (1980)  Table  5-4,  32. 


In  their  central-case  projection  (Table  8)  the  percentage  of  the  population 
over  age  65  approximately  doubles  in  the  next  fifty  years,  and  in  their 
most  pessimistic  variant  it  more  than  triples.  This  increases  the  propor¬ 
tion  of  the  population  eligible  for  public  pension  benefits,  and  also,  very 
importantly,  reduces  the  proportion  of  the  population  in  the  work  force 
making  contributions  to  the  CPP. 

Data  in  Table  9  indicate  the  underlying  sources  of  these  trends.  On 
the  one  hand,  life  expectancy  for  both  males  and  females  (and  especially 
females)  has  increased  sharply  in  recent  decades  (panel  A).  On  the 
other,  fertility  rates  of  females  in  all  age  ranges  have  fallen  sharply, 
especially  in  the  age  ranges  beyond  25.  Both  of  these  combine  to  produce 
a  population  which  will  slowly  age  through  the  remainder  of  the  present 
century  and  out  into  the  first  few  decades  of  the  next  century. 

The  impacts  of  these  changes  on  the  CPP  are  highlighted  in  the 
Green  Paper,  which  mentions  projections  indicating  an  increase  in  the 
combined  employer/employee  contribution  rate  from  the  present  3.6  per 
cent  level  up  to  around  10  per  cent  by  the  year  2030.  These  projections 
are  based  on  simulations  performed  by  the  Department  of  Insurance  which 
in  turn  are  based  on  some  simple  assumptions  on  interest  rates  and  growth 
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TABLE  9 

Contributory  factors  to  the  aging  of  the  population  in  Canada 


A.  Life  expectancy 


At 

age  0 

At 

age  60 

Male 

Female 

Male 

Female 

1931 

60.0 

62.1 

16.3 

17.2 

1941 

63.0 

66 . 3 

16.1 

17.6 

1951 

66 . 0 

70.8 

16.5 

18.6 

1961 

68.4 

74.2 

16.7 

19.9 

1971 

69.3 

76.4 

17.0 

21.4 

B.  Female  fertility  rates 

Fertility  rates  of  women  in  Canada 

b  y. 

,  by  age  group, 

1951  to 

1974 

Fertility  rate,  by  age  group 

15-19 

20-24 

25-29 

30-34 

35-39 

40-44 

45-49 

1951 

48.1 

188.7 

198.8 

144.5 

86.5 

30.9 

3.1 

1952 

50.4 

201.0 

205.2 

150.7 

87.4 

30.7 

2.8 

1953 

52.0 

208.2 

208.4 

153.2 

88.1 

31.2 

2.9 

1954 

54.3 

217.4 

213.2 

156.5 

88.5 

32.4 

3.2 

1955 

54.2 

218.3 

215.1 

153.8 

89.8 

32.3 

2.9 

1956 

55.9 

222.2 

220.1 

150.3 

89.6 

30.8 

2.9 

1957 

60.2 

227.1 

224.1 

149.4 

90.7 

30.7 

2.8 

1958 

59.2 

226.5 

223.3 

147.9 

87.6 

28.9 

2.7 

1959 

60.4 

233.8 

226.7 

147.7 

87.3 

28.5 

2.7 

1960 

59.8 

233.5 

224.4 

146.2 

84.2 

28.5 

2.4 

1961 

58.2 

233.6 

219.2 

144.9 

81.1 

28.5 

2.4 

1962 

55.0 

231.6 

214.6 

143.1 

77.1 

27.6 

2.1 

1963 

53.1 

226.0 

210.6 

140.3 

75.8 

25.9 

2.1 

1964 

50.2 

212.8 

203.1 

134.9 

72.0 

25.1 

2.1 

1965 

49.3 

188.6 

181.9 

119.4 

65.9 

22.0 

2.0 

1966 

48.2 

169.1 

163.5 

103.3 

57.5 

19.1 

1.7 

1967 

45.2 

161.4 

152.6 

91.8 

50.9 

15.9 

1.5 

1968 

43.0 

152.6 

148.7 

86.3 

44.8 

13.8 

1.4 

1969 

42.2 

147.7 

149.8 

85.0 

42.6 

12.5 

1.1 

1970 

42.8 

143.3 

147.2 

81.8 

39.0 

11.3 

0.9 

1971 

40.1 

134.4 

142.0 

77.3 

33.6 

9.4 

0 . 6 

1972 

38.5 

119.8 

137.1 

72.1 

28.9 

7.8 

0.6 

1973 

37.2 

117.7 

131.6 

67.1 

25.7 

6.4 

0.4 

SOURCE : 

Denton, 

Feaver, 

Spencer  (1980) 

Table  2 

-4,  7;  Table  2-3,  5. 

a  The 

age-group 

rate  is 

the  number  of 

liveborn 

children 

per  thousand 

women 

in  each  group. 

b  Excluding  Newfoundland,  for  which  data  are  not  available. 
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TABLE  10 

Department  of  Insurance  projections  on  CPP  contributions1 


A.  Assumptions 

1.  Growth  rate  in  earnings  post  1982  of  5.5% 

2.  Inflation  rate  post  1982  of  3.5% 

3.  Rate  of  return  on  new?  investments  post  1982  of  6.5% 

4.  No  change  in  female  participation  rates 

5.  Demographic  patterns  as  given  by  Census  data 

B.  Benefits  and  expenses  of  administration  as  percentages  of 
earnings  in  the  year 

contributory 

Total 

(all  CPP 

Retirement 

Widow 1 s 

programs ) 

pensions 

pensions 

1980 

2.88 

1.72 

0.47 

1985 

4.30 

2.24 

0.84 

1990 

5.26 

3.01 

0.89 

1995 

5.87 

3.50 

0.93 

2000 

6.26 

3.78 

0.98 

2005 

6.56 

3.95 

1.03 

2010 

7.15 

4.39 

1.09 

2015 

8.08 

5.21 

1 . 14 

2020 

9.09 

6.13 

1.21 

2025 

9.97 

6.97 

1.28 

2030 

10.47 

7.51 

1.32 

2035 

10.36 

7.41 

1.32 

2040 

10.09 

7.16 

1.30 

2045 

10.00 

7.11 

1.27 

2050 

10.12 

7.30 

1.24 

C.  i 

Contribution 

rates  required  to 

fully  fund  CPP  from  1977  under  various 

assumptions2 

Interest  on  Contri- 

Increase 

Increase 

new  investments  bution 

1977 

in 

in 

1983  &  rate  for 

unfunded 

Fund 

CPI 

earnings 

1978 

later  full  funding 

liability 

(%) 

(%) 

(%) 

(%)  (%) 

($  billions) 

a 

3.5 

5.5 

9.4 

6.5  8.04 

81.3 

b 

4.0 

5.5 

9.4 

6.5  8.48 

85.4 

c 

3.5 

5.5 

9.4 

6.0  9.38 

84.4 

1  SOURCE:  Department  of  Insurance,  Canada  Pension  Plan  Projections: 

simulation  runs,  unpublished,  May  18,  1982. 

2  SOURCE:  Department  of  Insurance,  Canada  Pension  Plan  Statutory  Actu¬ 

arial  Report  No.  6,  December  31,  1977,  61. 
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rates  in  real  earnings.  No  impacts  of  changes  in  female  participation  are 
captured,  although  the  changes  in  underlying  demographic  patterns  enter 
through  the  census  data  used. 

These  projections  are  reported  in  Table  10,  along  with  estimates  of 
contribution  rate  increases  needed  from  the  present  3.6  per  cent  level  to 
fully  fund  the  participation  of  the  entering  CPP  cohort  in  1977.  These 
estimates  suggest  that  a  large  increase  in  CPP  contributions  is  necessary 
in  the  years  ahead  if  the  present  CPP  benefit  structure  is  to  be  kept 
unchanged.  This  will  occur  even  with  the  current  partially  funded  plan, 
although  some  key  assumptions  underlie  this  conclusion. 

Particularly  important  is  the  issue  of  whether  there  will  be  a  contin¬ 
ued  flow-through  of  cash  to  the  provinces  from  the  CPP  as  occurs  at 
present.  The  investment  vehicle  for  CPP  funds  at  the  moment  is  provin¬ 
cial  debt,  with  CPP  contributions  returned  to  the  provinces  in  proportion 
to  contributions  made  by  each  province's  residents.  The  interest  rate 
applicable  is  the  long-term  government-bond  rate  at  the  time,  but  interest 
is  not  paid  by  the  provinces  since  their  indebtedness  to  CPP  accumulates 
by  the  interest  owing.  Thus,  one  option  to  partially  postpone  the  CPP 
funding  crisis  is  to  call  in  the  loans  which  have  been  made  thus  far  to  the 
provinces.  The  Minister  of  Finance  has  discretion  to  do  this  at  six 
months'  notice,  although  the  Green  Paper  seems  to  envisage  no  such  option 
being  entertained. 

Adding  to  the  funding  crisis  are  both  any  future  expansion  in  benefit 
coverage  under  CPP  and  the  benefit  increase  which  will  occur  as  the  CPP 
matures  to  a  25  per  cent  AIW  basis  for  maximum  CPP  recipients.  The 
benefit  increases  in  the  Green  Paper  proposals  are  discussed  later  in  the 
present  paper. 

A  key  point  concerning  these  financing  issues  is  that  discussion  thus 
far  in  Canada  has  focused  on  the  funding  crisis  in  CPP,  neglecting  the 
potential  difficulties  with  OAS  and  GIS.  As  the  population  ages,  the  same 
features  which  cause  difficulties  with  the  CPP  have  comparable  impacts  on 
OAS  and  GIS.  The  difference,  however,  is  that  these  are  'hidden'  since 
OAS  and  GIS  are  financed  out  of  general  tax  revenues  and  no  contribution 
scheme  applies.  Nonetheless,  the  impact  of  future  changes  in  age  struc¬ 
ture  on  the  deficit  and/or  tax  rates  through  benefits  paid  under  OAS  and 
GIS  cannot  be  neglected. 

Currently  OAS  and  GIS  are  indexed  to  the  CPI,  so  that  the  effect  of 
future  changes  in  age  structure  will  be  partially  offset  by  real  producti- 
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vity  growth.  However,  if  OAS  is  maintained  at  the  current  level  of  14  per 
cent  of  the  AIW,  as  would  seem  to  us  more  likely  than  OAS  falling  in 
relation  to  AIW,  a  considerable  increase  in  OAS-GIS  expenditures  will  still 
occur  with  the  aging  of  Canada's  population. 

The  impacts  of  this  wider  funding  crisis  could  be  of  more  significance 
than  those  from  CPP  alone.  OAS  and  GIS  currently  account  for  around 
four  times  the  income  support  for  the  elderly  paid  through  the  CPP,  and 
the  pressure  on  taxes  and  deficits  if  benefits  are  left  unchanged  in  real 
terms  will  be  substantial.  In  addition,  health-care  costs,  of  which  perhaps 
one-third  is  accounted  for  by  the  eight  per  cent  of  our  population  over 
65,  are  around  six  times  the  expenditures  on  CPP  benefits. 

The  financing  problems  of  public  pensions  in  Canada  in  the  face  of  an 
aging  population  have  frequently  been  portrayed  as  serious,  but  less  so 
than  those  facing  social  security  in  the  U.S.  Some  emphasize  the  fact  that 
the  CPP  has  accumulated  funds  which  can  be  run  down  to  meet  benefit 
levels  without  an  increase  in  contributions.5  Perhaps  more  importantly, 
only  a  portion  of  total  income  support  to  the  elderly  in  Canada  is  paid  by 
the  CPP  and  the  focus  of  the  debate  on  the  funding  crisis  has  been  on  the 
CPP.  Thus,  even  though  the  Green  Paper  talks  in  terms  of  a  substantial 
increase  in  CPP  contribution  levels,  moving  from  the  current  3.6  per  cent 
combined  employers  and  employees  contribution  up  to  the  10  per  cent 
range  by  the  year  2020,  much  larger  'hidden'  contribution  increases  could 
occur  in  the  form  of  taxes  needed  to  finance  OAS  and  GIS  and  health  care 
costs.  These  need  to  be  carefully  considered  in  evaluating  public  pension 
reform,  and  are  stressed  later  on  in  the  paper. 

Women  and  public  pensions 

A  further  important  issue  in  the  public  pension  discussion  concerns  the 
special  problems  of  women.  Women  are  in  the  dual  position  of  being  the 
major  beneficiaries  of  public  pensions  because  of  their  longer  life  expec¬ 
tancy,  and  also  of  having  much  smaller  average  incomes  both  during 
working  life  and  upon  retirement.  A  large  portion  of  the  reform  dis¬ 
cussion  has  thus  been  oriented  towards  improving  the  position  of  elderly 
females,  many  of  whom  rely  almost  exclusively  on  public  income  support 
from  OAS,  GIS  and  the  CPP. 

Perhaps  one  of  the  most  contentious  issues  concerns  the  pension 
position  of  the  homemaker,  with  the  widespread  view  being  held  by  wo- 
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men's  groups  and  others  that  working  in  the  home  should  not  disqualify  a 
woman  from  accumulating  benefits  under  the  CPP.  The  Canadian  Advisory 
Council  on  the  Status  of  Women  have  repeatedly  made  this  a  major  point  in 
their  proposals  for  changes  in  the  CPP.  They  would  see  automatic  accumu¬ 
lation  of  CPP  benefits  at  50  per  cent  of  maximum  pensionable  earnings  each 

year  for  all  homemakers,  irrespective  of  whether  or  not  children  are  in  the 

home.  A  non-working  spouse  at  age  65  would  thus  qualify  for  one-half  of 
the  maximum  CPP  benefits.  This  set  of  proposals  has  been  given  added 
impetus  by  the  report  of  the  Canada  Pension  Plan  Advisory  Committee, 

which  has  recommended  homemaker  pensions  much  on  the  lines  proposed  by 
the  Advisory  Council. 

The  Advisory  Council  does  not  provide  cost  estimates  indicating  how 
such  a  proposal  would  be  financed,  but  the  Green  Paper  indicates  that 
further  large  increases  in  contribution  rates  would  probably  be  necessary. 
Interestingly,  given  the  recent  relaxation  of  the  veto  on  the  child-rearing 
drop-out  provisions  in  the  CPP  by  Ontario,  CPP  benefits  are  now  to  be 
accumulated  by  mothers  taking  time  out  from  the  labour  force  to  rear 

children  up  to  the  age  of  seven.  With  the  child-rearing  drop-out  pro¬ 
visions  in  place,  an  expanded  homemaker  CPP  benefit  system  might  have  a 
small  incremental  effect  on  contribution  rates. 

The  proposals  by  the  CPP  Advisory  Committee  involve  homemaker 
pensions,  with  benefits  at  50  per  cent  of  the  maximum,  financed  by  extra 
contributions  by  the  working  spouse.  Survivorship  benefits  for  spouses 
would  disappear  under  such  a  scheme.  Under  the  Green  Paper  proposals, 
these  would  be  at  80  per  cent  of  the  benefit  level  of  the  working  spouse. 
If  this  spouse  was  on  full  benefits  prior  to  death,  smaller  rather  than 
larger  benefits  would  be  paid  under  these  homemaker  pension  proposals. 
But  because  of  the  offsetting  effect  of  GIS  and  provincial  income-supple¬ 
mentation  schemes,  no  major  change  in  the  total  package  of  income  support 
would  occur  from  such  a  proposal. 

There  are  a  number  of  other  issues  affecting  women,  although  in 
quantitative  terms  they  are  somewhat  less  significant  than  the  homemaker 
issue.  One  of  the  more  contentious  issues  has  been  that  of  credit-splitting 
upon  divorce.  Currently,  the  rules  for  the  CPP  allow  such  credit-splitting 
to  occur  upon  application  within  three  years  following  divorce,6  but  the 
take-up  rate  has  been  extremely  low.  Only  around  three  per  cent  of 
women  who  are  eligible  under  the  CPP  for  split  credits  upon  divorce 
apply.  Some  groups  have  argued  that  the  administrative  procedures 
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should  be  changed  to  make  such  credit-splitting  mandatory. 

Asymmetric  treatment  concerning  survivorship  provisions  within  the 
CPP  have  also  provoked  a  substantial  amount  of  discussion.  Current 
survivorship  arrangements  are  that  a  surviving  spouse  of  a  CPP  benefici¬ 
ary  will  only  receive  60  per  cent  of  the  benefit.  Were  the  non-beneficiary 
spouse  to  die  first,  the  single  CPP  beneficiary  would  continue  to  receive 
full  CPP  benefits. 

A  further  related  issue  is  that  of  the  Spouse's  Allowance  (SPA).  This 
allowance  is  paid  to  a  spouse  aged  60  to  64  who  is  married  to  a  pensioner 
over  age  65  receiving  OAS,  and  places  him  or  her  in  a  preferential  posi¬ 
tion  relative  to  a  single  person  in  the  same  age  group.  Some  reform 
groups  argue  that  there  is  no  compelling  reason  for  this  and  are  calling 
for  change. 

A  final  area  of  concern  involves  immigrant  women.  Currently,  40 
years  of  residency  in  Canada  are  required  for  full  eligibility  for  OAS.7 
Thus,  any  elderly  female  arriving  in  Canada  from  a  country  where  either 
no  pension  plan  operates  or  pensions  are  not  paid  to  residents  of  another 
country  is  denied  eligibility  for  OAS,  and  receives  a  significantly  reduced 
pension.  Many  of  the  women's  groups  argue  this  policy  creates  a  subclass 
of  impoverished  elderly  females,  particularly  from  third-world  countries. 

The  public  pension  issues  involving  women  are  concerned  not  so  much 
with  the  broad  directions  of  such  policy,  but  with  its  implementation  and 
the  way  in  which  benefit  formulae  apply.  Because  of  the  large  number  of 
elderly  females  in  poverty,  these  issues  quite  properly  occupy  a  major  role 
in  the  public  pension  debate,  and  are  returned  to  later  in  the  evaluation 
of  reform  options. 

Provincial  interests  and  public  pensions 


Two  major  areas  of  provincial  involvement  arise  with  respect  to  public- 
pension  policy  debates  in  Canada.  Firstly,  provinces  have  the  right  to 
veto  all  changes  in  the  CPP.  Also,  any  province  can  opt  out  of  the  CPP 
providing  they  put  in  place  a  program  with  comparable  benefits.  There¬ 
fore,  any  reform  package  involving  the  CPP  has  to  obtain  provincial  con¬ 
sent.  Interestingly,  however,  provincial  consent  is  not  required  to  change 
OAS  and  CIS,  the  two  programs  that  the  Green  Paper  envisages  would 
remain  unchanged. 

The  second  and  more  substantial  area  of  provincial  involvement  with 
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TABLE  11 

Accumulated  provincial  indebtedness  to  CPP  as  of  March  31,  1981 


$million1 

Indebtedness  as  a 
percentage  of  provincial 
debt  outstanding2 

Newfoundland 

367 

14.8 

Prince  Edward  Island 

75 

20.8 

Nova  Scotia 

711 

27.9 

New  Brunswick 

532 

29.7 

Quebec 

87 

0.5 

Ontario 

9,795 

45.8 

Manitoba 

1,046 

33.2 

Saskatchewan 

806 

29.8 

Alberta 

1,835 

38.4 

British  Columbia 

2,679 

96.3 

TOTAL 

17,933 

1  SOURCE:  Canada  Pension  Plan  Annual  Report  for  year  ending  March  31, 
1981,  20. 

2  Based  on  information  provided  by  the  Public  Finance  Division,  Statis¬ 
tics  Canada. 


CPP  involves  provincial  borrowing  from  the  CPP  investment  fund.  Each 
province  is  currently  allowed  to  borrow  from  the  fund,  each  year,  an 
amount  proportional  to  the  contributions  paid  by  residents  of  that  pro¬ 
vince.  Provinces  issue  securities  for  the  money  they  borrow,  which  can 
be  redeemed  on  six  months'  notice  by  the  Minister  of  Finance.  Interest  on 
loans  from  the  CPP  is  set  at  the  same  rate  as  that  on  long-term  Govern¬ 
ment  of  Canada  securities. 

In  practice,  this  has  become  both  a  secure  and  cheap  source  of 
finance  for  the  provinces,  and  the  provinces  therefore  have  a  strong 
interest  in  maintaining  present  CPP  arrangements.  In  fact,  a  serious  issue 
has  begun  to  emerge  as  to  whether  these  funds  will  ever  be  repaid  by  the 
provinces  to  the  CPP  unless  strong  action  to  call  these  loans  were  taken 
by  Ottawa. 

Current  provincial  indebtedness  to  the  fund  is  shown  in  Table  11 
along  with  the  significance  of  these  debts  relative  to  other  provincial  debts 
outstanding.  CPP  indebtedness  is  clearly  significant  for  all  provinces 
outside  of  Quebec,  although  it  has  to  be  remembered  that  provincial  debt 
itself  is  relatively  small  compared  to  federal  debt. 

The  funds  lent  to  the  provinces  over  the  years  reflect  the  attempt  to 
partially  cover  future  liabilities  of  the  CPP  through  accumulation  of  finan- 
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cial  assets.  Thus,  as  the  funding  crisis  mounts  in  the  CPP,  one  option 
would  be  to  delay  increases  in  contributions  by  running  down  the  CPP 
investment  fund,  i.e.,  calling  the  loans  from  the  provinces. 

The  points  at  which  CPP  contribution  rates  must  rise  to  cover  expen¬ 
ditures  are  known  to  be  sensitive  to  the  assumptions  on  provincial  repay¬ 
ment  of  funds.  As  it  stands  at  present,  without  any  changes  in  the 
contribution  rate,  the  fund  faces  what  are  considered  to  be  three  'critical 
years'  (CPP  Advisory  Committee  1980,  38).  Any  increases  in  benefits 
without  corresponding  increases  in  contribution  rates  will  move  the  critical 
years  closer. 

Critical  year  no.  1:  benefits  =  contributions 

1985  is  considered  to  be  the  first  year  in  which  contribution  rates  would 
have  to  be  increased  in  order  to  maintain  equality  between  contributions 
and  benefits  (Canada  1982c,  13).  Otherwise,  the  provinces  would  be 
required  to  begin  paying  some  interest  even  though  the  fund  would  con¬ 
tinue  to  grow. 

Critical  year  no.  2:  benefits  =  contributions  +  interest 

In  1993  (ibid.,  15)  full  interest  payments  by  the  provinces  plus  contribu¬ 
tions  at  3.6  per  cent  are  projected  to  be  insufficient  to  support  expendi¬ 
tures.  If  contribution  rates  have  not  been  increased  by  this  point,  the 
provinces  would  be  required  to  start  repaying  the  principal  on  their  loans 
from  the  fund. 

Critical  year  no.  3:  fund  exhausted 

Projections  suggest  that  contribution  rates  must  be  raised  to  the  pay-as- 
you-go  level  by  2003  or  else  the  CPP  must  discontinue  operating  as  the 
fund  will  have  been  depleted. 

Thus  far,  there  has  been  little  official  discussion  of  this  issue  of 
provincial  indebtedness  to  the  CPP  since  it  is  obviously  politically  divisive. 
Certainly  the  Green  Paper  makes  no  explicit  mention  of  any  running-down 
of  the  CPP  investment  fund  as  a  method  of  partially  delaying  increases  in 
CPP  contribution  rates.  Nonetheless,  the  importance  of  the  issue  is  ob¬ 
vious  and  needs  to  be  kept  in  mind  in  evaluating  reform  options. 
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PUBLIC  PENSION  REFORM  PROPOSALS 


With  this  background  on  the  present  public  pension  and  income-support 
system  for  the  elderly,  we  now  move  to  various  proposals  for  public  pen¬ 
sion  reform  which  are  currently  under  discussion  or  have  appeared  in 
earlier  literature  at  various  times.  These  are  divided  into  two  distinct 
groups.  First,  there  are  the  proposals  made  in  the  Green  Paper,  which 
are  exclusively  concerned  with  relatively  small  increases  in  CPP  benefits. 
Second  are  a  wider  range  of  proposals  which  include  (i)  proposals  made 
since  the  Green  Paper  (including  that  of  the  Canada  Pension  Plan  Advisory 
Committee  to  provide  homemaker  pensions);  (ii)  proposals  made  in  earlier 
reports  such  as  the  Economic  Council  of  Canada's  One  in  Three  study,  the 
Ontario  Royal  Commission  on  Pensions  (Haley  Report),  the  Federal  Task 
Force  on  Pension  Reform,  and  proposals  on  various  specific  issues  made  by 
special  interest  groups  such  as  the  National  Action  Committee  on  the  Status 
of  Women;  and  (iii)  much  wider  ranging  proposals  made  by  academics  and 
others  for  structural  reform  in  the  public-pension  field  such  as  the  elimin¬ 
ation  of  universality  in  OAS,  or  even  elimination  of  the  CPP  with  higher 
GIS  benefits. 

The  Green  Paper  proposals 

As  has  already  been  emphasized,  the  reform  proposals  laid  out  in  the 
Green  Paper  focus  on  various  ways  to  expand  both  coverage  and  benefits 
under  the  CPP.  By  and  large  these  are  small  changes  based  on  the  two 
premises  implicit  in  the  Green  Paper  that  the  structure  of  other  programs 
outside  of  the  CPP  should  not  be  significantly  touched,  and  that  rising 
contribution  rates  in  the  CPP  limit  any  significant  expansion  in  benefits. 
The  proposals  are: 

(i)  Increased  pensionable  earnings.  Under  this  proposal  the  current 
catch-up  provisions  raising  the  maximum  pensionable  earnings  (YMPE)  to 
the  level  of  the  AIW  would  be  accelerated  so  that  this  process  would  be 
completed  in  three  years.  At  present  the  YMPE  is  $18,500,  while  in  Sep¬ 
tember  1982  the  AIW  was  $20,450.  The  formula  basing  pension  benefits  on 
25  per  cent  of  AIW,  however,  would  not  be  changed  in  spite  of  the  sub¬ 
missions  from  labour  and  other  groups  who  would  like  this  increased  to  40 
per  cent  or  even  50  per  cent. 
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(ii)  Implementation  of  the  childrearing  drop-out  provision.  This  is 
long-standing  proposal  for  expanding  CPP  benefits,  already  allowed  by  the 
QPP,  to  cover  mothers  during  their  years  out  of  the  labour  force  to  raise 
children.  Its  advocacy  in  the  Green  Paper  has  been  overtaken  by  recent 
events,  since  the  only  impediment  to  its  implementation  had  been  a  veto  by 
Ontario,  which  announced  it  would  be  dropped  in  the  latest  provincial 
budget.  The  provision  allows  contributors  who  leave  the  labour  force  to 
raise  young  children  under  the  age  of  seven  to  drop  years  of  zero  or  low 
earnings  from  their  contributory  period.  The  allowance  is  seven  years  per 
child;  thus  a  contributor  with  two  children,  for  example,  could  stay  out  of 
the  labour  force  ten  years  and  not  have  that  period  of  time  counted  as 
absence  in  the  qualifying  contributory  period.  This  goes  some  way  to¬ 
wards  providing  homemaker  pensions,  although  not  as  far  as  the  Canada 
Pension  Plan  Advisory  Committee  has  recommended. 

(iii)  Removal  of  termination  of  survivor  benefits  upon  remarriage.  Under 
this  proposal  current  provisions  which  terminate  survivor  benefits  upon 
remarriage  would  be  eliminated.  Rules  are  also  proposed  to  disallow  mul¬ 
tiple  benefits  through  successively  accumulated  survivor  benefits  if  these 
take  benefits  above  the  maximum  CPP  benefit  for  a  single  person. 

(iv)  Credit-splitting.  Current  credit-splitting  provisions  would  b“e  ex¬ 
tended  to  cover  a  younger  spouse  reaching  age  65  with  either  a  spouse 
dying  or  a  non-earning  spouse  (or  low-wage  earner)  becoming  disabled. 
In  all  these  cases  benefits  would  be  paid  on  the  basis  of  divided  credits. 
Credits  would  also  be  split  upon  application  of  either  spouse  if  a  couple 
has  been  separated  for  more  than  three  years. 

(v)  Disability  benefits.  Proposals  in  this  area  would  raise  the  earnings- 
related  portion  of  the  CPP  disability  benefit  from  75  per  cent  to  100  per 
cent  of  a  contributor's  imputed  retirement  pension.  The  proposal  also  calls 
for  substantially  raising  the  current  flat-rate  portion  of  CPP  disability 
benefits  from  $78.00  a  month  to  the  OAS  pension-benefit  level  of  $254.13  a 
month.  It  is  also  proposed  to  reduce  the  minimum  contribution  require¬ 
ments  to  contributions  in  one  of  the  last  two  years. 

(vi)  Post-retirement  survivor  benefits.  The  Green  Paper  advocates 
replacing  the  current  CPP  survivor  benefits  for  spouses  over  age  65  by  a 
lifetime  continuing  pension  equal  to  60  per  cent  of  a  deceased  spouse's 
retirement  pension  accrued  to  date  after  credit-splitting.  The  effect  of 
this  proposal  would  be  that  a  surviving  spouse  (whether  a  contributor  or 
not)  would  receive  80  per  cent  of  CPP  benefits  coming  into  the  household 
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prior  to  the  death  of  the  spouse.  For  example,  a  wife  who  has  never 
worked  currently  has  no  CPP  credits,  while  the  working  husband  has  100 
per  cent  of  the  household  credits.  Under  the  Green  Paper  credit-splitting 
proposals,  the  wife  would  acquire  50  per  cent  of  the  husband's  credits. 
Thus,  if  the  husband  and  wife  were  jointly  receiving  $200  monthly  in 
benefits  (considered  as  $100  each  because  of  credit-splitting)  and  the 
husband  dies,  the  wife  would  receive  $60  monthly  (60  per  cent  of  the 
husband's  retirement  benefit)  in  addition  to  the  $100  from  her  own  credits 
for  a  total  of  80  per  cent  of  the  household-retirement  CPP  benefit  before 
the  death  of  the  husband. 

(vii)  Pre-retirement  survivor  benefits.  In  this  area  the  Green  Paper 
suggests  that  current  arrangements  would  be  replaced  by  a  two-part 
benefit  system.  This  would  comprise  a  'bridging  benefit'  equal  to  the 
basic  OAS  pension  and  payable  to  survivors  for  three  years  or  until  age 
65  (whichever  is  shorter),  and  a  continuing  benefit  as  for  survivors  65 
and  over  (i.e.,  60  per  cent  of  the  split  pension  accrued  to  date).  Sur¬ 
vivors  with  children  are  entitled  to  receive  the  bridging  benefit  longer 
(until  the  youngest  child  reaches  age  seven).  The  survivor  would  also  be 
allowed  to  choose  to  receive  the  actuarial  equivalent  of  the  bridging  benefit 
over  ten  years  or  until  age  65. 

As  can  be  seen  from  this  list,  these  are  specific  narrow  proposals, 
primarily  targeted  on  the  twin  areas  of  survivors  and  women.  Broader 
aspects  of  public  pension  reform  are  not  raised.  The  present  mix  of 
public  and  private  pension  arrangements  is  accepted,  as  is  the  reliance  in 
the  public  pension  area  on  the  three  major  programs  of  OAS,  GIS,  and  the 
CPP. 

Radical  alternatives 


The  striking  features  of  the  Green  Paper  proposals  are  their  small  scale 
and  their  exclusive  focus  on  expansion  in  benefits  under  CPP.  Broader 
approaches  to  reform  are  not  taken  up,  even  though  over  the  years  they 
have  been  the  subject  of  discussion.  To  some  extent  these  broader  issues 
are  taken  up  in  some  of  the  other  reports  listed  above.  To  provide  a 
clear  contrast  to  the  Green  Paper  proposals,  we  have  decided  to  consoli¬ 
date  these  in  a  separate  section,  billed  as  'radical'  alternatives. 
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End  the  universality  of  OAS 


Perhaps  the  most  far-reaching  set  of  changes  that  could  be  made  in  our 
public-pension  system  would  involve  not  CPP  but  OAS.  OAS  accounts  for 
around  65  per  cent  of  federal  funds  spent  on  income  support  for  the 
elderly  and  is,  importantly,  a  universal  program.  Universality  is  usually 
justified  on  an  entitlement  basis,  i.e.,  that  individuals  who  pay  taxes  while 
they  work  accumulate  an  entitlement  to  income  support  during  retirement 
irrespective  of  other  means  of  support  available  to  them.  However,  this 
approach  produces  a  situation  in  which  OAS  is  paid  equally  to  someone  who 
has  a  large  retirement  income  from  other  sources  and  someone  with  no 
other  source  of  support  at  all.  Clearly,  if  OAS  were  seen  as  income 
redistribution  to  the  elderly  poor,  funds  would  be  targeted  more  heavily 
towards  the  elderly  poor  than  at  present.  Not  only  could  the  expansion  in 
CPP  benefits  proposed  in  the  Green  Paper  be  financed  in  this  way,  but  a 
larger  reallocation  of  income  support  for  the  elderly  could  be  accomplished. 

Various  forms  of  this  approach  could  be  adopted.  A  gradualist  me¬ 
thod  would  be  to  stop  indexing  OAS  benefits  with  all  inflation  adjustments 
going  into  GIS,  so  that  over  time  GIS  would  slowly  replace  OAS  as  the 
major  income-support  program.  An  alternative  method  is  to  have  a 
separate  income  test  in  OAS  that  would  be  perhaps  less  stringent  than 
GIS.  An  example  might  be  to  disallow  OAS  benefits  for  any  individual 
with  $20,000  of  non-OAS/GIS  income,  or  any  household  with  $30,000  in¬ 
come.  There  are  some  obvious  difficulties  with  such  a  scheme  which  are 
returned  to  later,  not  the  least  of  which  is  the  clear  disincentive  to  save 
during  working  life  if  each  dollar  of  privately  provided  retirement  income 
involves  reduction  in  benefits  from  public  pensions.  The  attractions  of  the 
approach  are  that  it  targets  public-sector  income  support  for  the  elderly 
towards  the  elderly  poor. 

Administer  OAS  in  a  similar  way  to  GIS 

A  more  dramatic  way  to  eliminate  universality  of  OAS  would  be  to  merge 
OAS  and  GIS  into  a  single  program  administered  on  a  GIS  basis.  Under 
GIS,  benefits  are  taxed  at  a  marginal  rate  of  50  per  cent  for  each  dollar  of 
non-OAS  income.  Administering  OAS  on  this  basis  would  allow  benefits  to 
be  expanded  under  GIS,  again  targeting  income  support  toward  the  elderly 
poor.  Both  the  difficulties  and  attractions  of  such  a  scheme  are  the  same 
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as  those  listed  above. 


Eliminate  both  the  CPP  and  OAS  and  pay  equal  total  benefits  under  GIS 

An  even  more  radical  approach,  advocated  by  Bird  (1976),  would  be  to 
eliminate  both  the  CPP  and  OAS  and  run  a  single  GIS  program  of  income 
support  for  the  elderly.  Bird  envisages  the  same  total  benefits  paid  as 
currently  under  the  three  programs  by  continuing  GIS  as  the  single  pay¬ 
ment  vehicle,  again  concentrating  benefits  on  the  elderly  poor.  Bird 
suggests  that  to  maintain  a  separate  fund  into  which  CPP  contributions  are 
made  and  out  of  which  CPP  benefits  are  paid  obscures  the  basic  operation 
of  public  pensions  as  part  of  the  public-sector  redistributive  tax-transfer 
system.  He  advocates  that  the  fiction  of  a  separate  fund  be  ended,  and 
that  public  pensions  be  paid  out  of  general  revenue  and  be  financed  by 
taxes.  This  would  eliminate  the  CPP,  eliminate  OAS  and  its  entitlements 
approach,  and  the  total  savings  would  be  used  to  fund  higher  benefits 
under  GIS. 

Such  an  approach  would  result  in  a  significant  increase  in  the  mini¬ 
mum  income  paid  under  GIS.  A  change  in  aggregate  public-sector  income 
support  for  the  elderly  could  accompany  such  a  change.  The  adverse 
impacts  on  lifetime  savings  behaviour  noted  above  would  also  apply. 

Radical  options  if  universality  is  politically  sacrosanct 

As  is  pointed  out  in  the  paper  by  Sayeed  in  this  volume,  all  proposals  to 
modify  universality  of  OAS  benefits  have,  over  the  years,  been  ineffec¬ 
tive.  As  a  result  it  is  worthwhile  examining  what  options  exist  for  target¬ 
ing  income  support  more  heavily  to  the  elderly  poor  if  universality  is 
indeed  politically  inviolate. 

One  avenue  stressed  by  Sayeed  is  to  at  least  modify  our  current  tax 
treatment  of  the  elderly  under  the  age  and  pension  exemption.  The  com¬ 
bined  exemption  is  approximately  the  same  order  of  magnitude  as  OAS, 
which  itself  is  taxable.  Thus  the  net  effect  can  be  thought  of  as  paying 
OAS  on  a  non-taxable  basis,  an  effect  clearly  never  intended  when  OAS 
was  introduced.  Sayeed  therefore  advocates  elimination  of  these  exemp¬ 
tions  on  the  grounds  that  their  rationale  is  dubious  and  their  benefits  are 
heavily  skewed  towards  the  wealthy  elderly.  If  elimination  of  this  exemp¬ 
tion  is  not  to  be  undertaken,  Sayeed  also  emphasizes  that  replacing  these 


105 


exemptions  by  a  tax  credit  would  tilt  the  effect  more  in  favour  of  the 
lower-income  elderly.  Data  from  the  Tax  Expenditure  Account  (Department 
of  Finance,  Government  of  Canada,  1980,  20)  indicate  that  the  saving  from 
eliminating  the  combined  age  and  pension  exemptions  is  around  $290  million 
in  1980  (also  reported  by  Sayeed)  which  could  be  used  to  increase  GIS 
benefits . 

Such  radical  changes  are  worth  considering,  since  the  basic  premises 
on  which  our  present  system  is  based  seems  to  have  gone  largely  unchal¬ 
lenged  in  the  more  recent  discussion  of  pension  reform,  even  though  these 
challenges  occur  in  some  of  the  older  literature.  A  heightened  awareness 
of  these  options,  in  our  opinion,  is  an  essential  ingredient  of  a  more 
constructive  debate  on  possible  directions  for  future  reform  initiatives. 

Other  proposals 


The  contrast  between  the  small-scale,  CPP-oriented,  gradualist  approach  to 
reform  in  the  Green  Paper  and  the  radical  alternatives  listed  in  the  pre¬ 
ceding  section  has  been  deliberately  sharply  drawn  to  highlight  the  nar¬ 
rowness  of  the  Green  Paper  view  of  reform  of  the  public  pension  system. 
There  are,  however,  a  number  of  other  proposals  which  have  surfaced  in 
various  documents  on  public-pension  reform  in  the  last  ten  or  twenty  years 
which,  while  not  fully  'radical',  certainly  appear  to  be  more  so  than  the 
Green  Paper.  These  are  therefore  worth  keeping  in  mind  in  evaluating  the 
Green  Paper  proposals. 

1)  The  federal  White  Paper  on  Income  Security  for  Canadians,  1970 

This  federal  White  Paper  argued  against  any  change  in  the  OAS  system, 
since  both  the  CPP  and  QPP  were  introduced  assuming  CPP  would  remain 
as  supplementary  to  OAS.  It  argued  that  to  change  these  arrangements 
would  result  in  unforeseen  impacts  on  those  who  had  planned  their  retire¬ 
ment  on  the  expectation  of  receiving  OAS  at  age  65.  This  paper  was  a 
major  force  in  maintaining  the  OAS  system  and  keeping  universality  within 
OAS.  However,  the  White  Paper  also  argued  that  increases  in  OAS  to 
compensate  for  inflation  should  instead  go  into  GIS. 
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2)  COFIRENTES+,  1977 


This  was  a  Quebec  special  committee  on  public  pensions,  reporting  in  1977. 
This  committeee  recommended  that  universal  non- contributory  govern¬ 
ment-financed  pensions  under  OAS  and  GIS  should  be  maintained  to  ensure 
a  yearly  income  reaching  at  least  the  poverty  level  for  all  people  age  65 
and  over  who  had  no  other  source  of  financial  support.  It  suggested  that 
the  QPP  when  added  to  OAS  benefits  should  eliminate  the  need  for  GIS, 
and  that  GIS  would  only  be  required  for  the  elderly  who  had  little  or  no 
employment  earnings  during  their  active  life.  Under  this  view  of  the 
system,  the  QPP  would  become  a  basic  income-maintenance  vehicle  for  a 
large  portion  of  the  working  population.  It  suggested  that  workers  whose 
pre-retirement  income  was  at  the  minimum-wage  level  should  be  ensured  a 
total  retirement  income  equal  to  90  per  cent  of  their  employment  earnings. 
In  reforming  the  benefit  structure  under  QPP,  it  recommended  raising  the 
income-maintenance  rate  from  25  per  cent  of  contributors'  average  pension¬ 
able  earnings  to  50  per  cent  on  the  first  half  of  the  value  of  the  maximum 
pensionable  earnings  while  remaining  at  25  per  cent  for  the  second  half. 
Thus  a  worker  whose  average  earnings  are  at  the  maximum  pensionable 
level  would  have  a  retirement  income  of  37.5  per  cent  of  the  maximum 
earnings . 

It  also  recommended  that  the  surviving  spouse's  pension  be  sub¬ 
stantially  increased  but  only  paid  on  a  temporary  basis  and  progressively 
reduced  after  the  last  child's  seventh  birthday.  The  pension  would  be 
graduated  according  to  the  number  of  dependent  children  and  would  elimin¬ 
ate  the  orphan's  pension.  The  committee  accepted  that  the  reforms  they 
were  proposing  would  necessitate  an  increase  in  the  QPP  contribution  rate 
in  the  region  of  2.6  per  cent,  making  the  combined  contribution  rate  6.8 
per  cent  in  a  first  five-year  period.  -The  employee's  contribution  was  to 
apply  only  to  his  pensionable  earnings  but  the  employer's  contribution 
would  be  calculated  on  the  employee's  total  salary,  a  major  change  in  the 
present  method  of  financing  both  the  QPP  and  CPP.  It  also  proposed  that 
a  contribution  rate  required  to  cover  benefit  payments  and  administrative 
costs  be  established  over  a  twenty-five-year  period,  with  a  reserve  set  up 
to  cover  the  equivalent  of  the  benefits  and  administrative  costs  for  the 
twenty-sixth  year.  This  contribution  rate  would  be  increased  after  an 
evaluation  every  five  years  in  order  to  maintain  the  necessary  reserves  in 
the  fund. 
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3)  Task  Force  on  Retirement  Income  Policy,  1979 


This  federal  task  force  suggested  that  in  order  to  maintain  the  pre-retire¬ 
ment  living  standard  for  a  one-earner  couple,  benefits  would  have  to  be 
based  on  40  to  45  per  cent  of  average  pre-retirement  earnings  (instead  of 
the  current  25  per  cent),  up  to  an  amount  equal  to  1.5  times  the  AIW, 
rather  than  1.0  times  as  currently.  Survivor  benefits  would  be  at  two- 
thirds  per  survivor  of  the  household  benefits.  Cost  estimates  provided  in 
the  report  suggest  combined  employee/employer  contribution  rates  of  such 
an  expanded  benefit  system  could  be  as  high  as  20  per  cent  by  the  year 
2031. 

Rather  than  recommend  changes  in  the  structure  of  public  pensions, 
the  task  force  analysed  alternative  options  towards  reform  of  both  public 
and  private  pensions.  One  of  the  more  important  options  it  considered  was 
the  possibility  of  having  a  larger  earnings-related  public  pension  plan. 
This  was  seen  as  a  way  of  replacing  employer-sponsored  private  systems 
by  a  public  pension  plan  providing  benefits  on  a  scale  comparable  to  those 
currently  available  through  private  pension  plans ,  even  if  these  were 
expanded  onto  a  mandatory  basis.  A  further  possibility  envisaged  in  such 
an  arrangement  was  that  of  allowing  employers  who  agree  to  provide  com¬ 
parable  benefits  to  those  under  the  state  plan  to  opt  out  of  an  enlarged 
Canada  or  Quebec  Pension  Plan.  The  major  disadvantage  which  the  task 
force  saw  from  such  an  option  was  the  impact  that  a  larger  mandatory 
public  pension  plan  would  have  on  low-income  earners.  It  suggested  that 
two  different  approaches  be  taken  to  offset  these  impacts.  One  was  to 
exempt  individuals  with  low  incomes  either  fully  or  partially  from  the 
contributions  required  for  such  a  plan,  thereby  introducing  a  sharp  re¬ 
distributive  element  into  the  pension  plan.  The  second  approach  was  to 
subsidize  these  individuals  directly,  either  by  using  a  progressive  rate 
schedule,  or  by  returning  a  portion  of  contributions  through  a  refundable 
tax-credit  administered  through  the  income-tax  system. 

In  order  to  alleviate  poverty  among  the  unattached  elderly,  the  task 
force  proposed  an  increase  in  the  GIS  single  rate  for  those  who  live  in 
unsubsidized  rental  accommodation  or  a  'shelter  cost'  component  to  GIS  in 
addition  to  the  basic  benefit.  This  might  be  calculated  as  a  percentage  of 
rent  or  property  taxes  paid.  Another  possibility  raised  was  to  construct 
or  subsidize  more  housing  for  the  elderly. 
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4)  One  in  Three:  Pensions  for  Canadians  to  2030  -  Economic  Council 
of  Canada  1979 

In  a  major  review  of  our  public  pension  system,  the  Economic  Council  ana¬ 
lysed  all  existing  public  pension  arrangements.  It  suggested  that  the 
necessary  changes  to  bring  the  homemaker  into  the  public-pension  system 
with  an  average  retirement-benefit  equal  to  that  received  on  average  by 
women  in  the  labour  force  would  involve  around  a  20  per  cent  increase  in 
total  income-replacement  benefits  by  the  year  1991.  It  also  examined 
universality  in  OAS,  and  suggested  that  the  basic  income  of  the  elderly 
could  be  assured  at  less  cost  if  OAS  were  slowly  phased  out  and  replaced 
by  an  expanded  version  of  GIS.  Its  estimates  suggested  that  if  OAS  had 
been  replaced  by  an  expanded  GIS  scheme  in  1979,  the  federal  government 
might  have  reduced  its  annual  expenditures  on  income  support  for  the 
elderly  by  approximately  $1  billion  while  maintaining  the  same  guaran- 
teed-minimum  level.  In  order  to  achieve  this  objective,  the  report  recom¬ 
mended  that  both  OAS  and  GIS  be  indexed  to  the  CPI,  but  that  any  bene¬ 
fit  increases  should  be  made  only  under  GIS.  It  was  thought  that  concen¬ 
trating  real  benefit  increases  on  GIS  would  slowly  reduce  relative  expendi¬ 
tures  on  OAS  while  raising  the  basic  pension  of  those  most  in  need,  and 
without  raising  costs.  The  Economic  Council  acknowledged  administrative 
and  other  disadvantages  to  income-tested  programs,  but  felt  that  the  use 
of  the  income-tax  system  would  allow  a  means-tested  pension  program  to  be 
implemented . 

5)  Report  of  the  Royal  Commission  on  the  Status  of  Pensions  in  Ontario, 
1980 

This  Royal  Commission  examined  the  impact  on  the  economy  of  various 
methods  of  financing  pension  plans,  concentrating  on  Ontario's  role  in  the 
CPP.  After  evaluating  existing  arrangements  both  in  the  public  and 
private  sectors,  it  put  forward  several  recommendations.  While  supporting 
the  proposition  that  further  assistance  to  the  elderly  should  be  made  on  a 
'needs  only'  basis  and  through  money  payments  only,  the  commission 
rejected  the  concept  of  an  income  test  for  benefits  in  the  CPP. 

The  commission  endorsed  continuing  OAS  but  on  a  more  selective 
basis,  and  suggested  taxing  back  payments  of  OAS  for  those  with  a  yearly 
net  taxable  income  of  $30,000  at  a  100  per  cent  rate.  In  order  to  compen- 
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sate  for  the  discrepancy  in  payments  between  couples  and  singles,  it 
recommended  that  GIS  be  increased  to  bring  a  single's  income  up  to  60  per 
cent  of  a  married  couple.  Until  GIS  is  increased,  it  suggested  that  GAINS 
make  up  the  difference. 

Several  recommendations  made  by  the  commission  run  directly  counter 
to  corresponding  proposals  in  the  Green  Paper.  It  recommended  that  the 
Spouse's  Allowance  Program  be  phased  out  and  that  those  under  age  65 
requiring  assistance  seek  it  through  the  Family  Benefits  program.  The 
commission  took  up  the  issue  of  homemaker  pensions,  rejecting  any  exten¬ 
sion  of  CPP  coverage  to  'unpaid  workers'.  The  principle  of  credit¬ 
splitting  during  marriage  was  also  rejected,  as  was  any  proposal  to  in¬ 
crease  survivor  or  retirement  benefits.  The  commission  urged  the  Ontario 
government  to  resist  any  efforts  to  increase  existing  benefit  levels,  or  to 
alter  the  current  benefit  formula  of  25  per  cent  of  AIW  for  those  at  YMPE. 

On  financing  the  CPP,  it  proposed  that  the  CPP  should  be  funded  on 
a  pay-as-you-go  basis  with  a  specified  contingency  fund.  The  current 
contribution  rate  of  3.6  per  cent  should  remain  unchanged  until  the  exist¬ 
ing  fund  is  reduced  to  the  level  of  the  proposed  contingency  fund.  Until 
such  time,  it  suggested  that  the  CPP  be  operated  on  the  Fund  C  basis 
outlined  in  the  Statutory  Actuarial  Report  No.  6  for  the  CPP.  Under 
these  rules,  provinces  would  be  required  to  pay  back  accrued  interest 
once  the  excess  funds  above  the  level  of  the  proposed  contingency  fund 
were  depleted.  This  would  relieve  the  provinces  of  any  obligations  of 
repaying  the  capital  of  the  fund  except  on  a  call  basis. 

The  commission  also  commented  on  the  investment  strategy  of  the  CPP. 
It  felt  it  should  be  altered  to  ensure  a  market  rate  of  interest  on  the 
capital  of  the  fund  and  also  that  it  should  be  linked  with  normal  market 
practices . 

After  examining  retirement  arrangements  in  the  private  sector,  the 
commission  concluded  that  without  further  government  intervention,  most 
Ontario  workers  would  not  receive  a  retirement  income  much  greater  than 
the  minimum  levels  of  the  CPP  and  other  government  programs.  The 
commission  therefore  recommended  that  Ontario  legislate  a  mandatory  retire¬ 
ment-savings  plan  for  all  Ontario  workers  between  the  ages  of  18  and  64. 
This  Provincial  Universal  Retirement  System  (PURS)  would  be  run  on  a 
money-purchase  basis  with  all  contributions  to  be  immediately  vested, 
locked-in  and  completely  portable.  Those  contributions  below  the  years 
basic  exemption  (YBE)  were  to  be  refundable. 
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This  system  is  similar  to  the  CPP  in  that  the  government-determined 
contribution  rate  will  be  based  on  a  percentage  of  the  AIW  and  divided 
equally  between  employer  and  employee.  The  YBE  and  YMPE  would  also  be 
parallel  to  the  CPP.  Employee  contributions,  however,  were  to  be  gradu¬ 
ated  (according  to  age). 

Benefits  would  be  payable  between  the  ages  of  65  and  71  and  take  the 
form  of  a  range  of  annuity  options.  If  the  retiree  has  a  spouse,  a  60  per 
cent  survivor  benefit  would  be  included.  It  was  proposed  that  annuities 
be  costed  so  that  males  and  females  will  both  receive  equal  monthly  bene¬ 
fits  for  equal  capital  accumulation.  In  recognition  of  the  lack  of  part-time 
employee  participation  in  employer  pension  plans,  the  commission  recom¬ 
mended  legislation  requiring  extension  of  coverage  for  those  employees  in  a 
'durable  employment  relationship'. 

In  order  to  compensate  the  elderly  for  inflation,  the  commission  sug¬ 
gested  an  inflation  tax  credit.  This  would  be  financed  by  the  elimination 
of  the  present  tax  exemption  for  those  over  age  65,  as  well  as  the  elimina¬ 
tion  of  the  tax  deduction  for  pension  and  annuity  income.  In  addition,  all 
income  from  whatever  source  would  be  taxable. 

6)  'Pension  reform  for  women:  a  discussion  paper  by  the  Canadian  Advi¬ 
sory  Council  on  the  Status  of  Women'  (CACSW),  December  1981 

In  this  1981  discussion  paper,  the  CACSW  argues  for  the  inclusion  of 
homemakers  in  the  CPP.  Under  its  scheme,  full-time  homemakers  who  are 
looking  after  pre-schoolers  or  disabled  relatives  would  be  assigned  pension 
credits  on  the  basis  of  a  hypothetical  income  equal  to  half  the  AIW.  It 
estimated  this  to  be  $9,000  in  1981,  which  was  considerably  above  both  the 
minimum  wage  and  the  average  wage  of  female  CPP  contributors.  Home¬ 
makers'  contributions  would  be  paid  for  either  by  raising  the  rates  of 
other  contributors  or  out  of  general  tax  revenues.  For  other  full-time 
homemakers  whose  children  have  left  home  (typically  older  women),  the 
council  recommended  that  they  too  be  integrated  into  the  CPP  and  assigned 
the  same  credits.  It  is  recommended  in  this  case  that  these  contributions 
be  paid  by  their  husbands,  or  by  anyone  wishing  to  claim  a  tax  deduction 
for  a  dependent  spouse  or  relative  performing  the  homemaking  task.  In 
cases  where  there  is  no  advantage  in  the  tax  deduction,  a  refundable  tax 
credit  could  be  used  to  pay  for  the  contribution.  Full-time  homemakers 
with  part-time  jobs  would  be  assigned  credits  (up  to  half  of  the  AIW)  to 
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be  added  to  their  earned  credits.  No  cost  estimates  were  made  by  the 
council  for  the  above  proposals. 

In  the  March  30,  1983,  Communique  issued  by  the  CACSW,  several 
other  recommendations  were  made.  Regarding  the  splitting  of  CPP  and 
QPP  credits,  they  proposed  that  this  should  be  mandatory  and  automatic 
upon  divorce  or  after  a  three-year  separation.  It  also  endorsed  division 
of  credits  during  a  marriage  when  the  younger  spouse  reaches  age  65. 
The  CACSW  strongly  recommended  expansion  of  the  CPP  to  give  benefits 
equal  to  50  per  cent  of  earnings  up  to  the  YMPE.  The  Council  also  recom¬ 
mended  that  the  federal  government  guarantee  full  OAS-GIS  benefits  to 
low-income  seniors  who  have  resided  in  Canada  for  ten  years  or  more. 

7)  'The  Canadian  Labour  Congress  proposal  for  pension  reform', 

June  1982 

This  document  by  the  Canadian  Labour  Congress  extensively  examines  the 
Canadian  retirement-income  system  and  offers  many  proposals  for  reform. 
The  CLC  emphasized  an  inadequacy  of  the  private  pension  system  to 
provide  for  workers  and  called  for  an  increase  in  public-pension  benefits. 

Among  its  more  contentious  proposals  is  one  which  would  see  a 
doubling  in  the  replacement  ratio  in  the  CPP  from  25  to  50  per  cent  of  the 
AIW.  In  addition,  it  would  have  the  YMPE  immediately  raised  to  the  level 
of  the  AIW  and  indexed  to  it  thereafter.  Cost  estimates  provided  by  the 
CLC  show  that  its  proposals  would  increase  significantly  the  retirement 
income  of  low-  and  middle-income  earners.  While  these  proposals  would 
necessitate  a  CPP  contribution  rate  of  at  least  12  per  cent  in  the  year 
2000,  the  long-run  contribution  rate  would  be  in  the  area  of  15  to  17  per 
cent  by  the  year  2030.  The  CLC  believes  long-run  projections  to  be 
shaky  at  best  and  would  like  to  see  a  review  process  instituted  whereby 
the  pay-as-you-go  contribution  rate  for  twenty  years  hence  would  be 
determined  every  five  years. 

Addressing  the  subject  of  homemaker  pensions,  the  CLC  rejected  the 
proposal  to  integrate  homemakers  into  the  CPP  on  the  grounds  that  it 
would  be  unfair  to  the  millions  of  female  CPP  contributors  who  both  work 
and  do  housework.  Instead  it  felt  that  an  overall  improvement  in  the  CPP 
was  the  most  effective  means  of  improving  the  situation  of  elderly  women. 
The  CLC  did,  however,  endorse  the  principle  of  credit-splitting  during 
marriage,  including  a  provision  for  survivors  to  receive  50  per  cent  of  the 
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deceased's  retirement  pension. 

Regarding  OAS  benefits,  the  CLC  proposed  an  immediate  increase  of 
25  per  cent,  thereby  raising  it  to  17.5  per  cent  of  the  AIW  from  the 
present  14  per  cent.  GIS  should  be  increased  by  25  per  cent  for  singles 
and  11.5  per  cent  for  couples.  These  benefit  levels  should  be  indexed  to 
the  CPI,  and  reviewed  and  adjusted  every  five  years. 

Cost  estimates  for  the  OAS  proposals  to  the  year  2000  suggested  that 
federal-tax  revenues  would  have  to  increase  by  3  per  cent.  However,  it 
estimated  that  tax  revenues  of  all  levels  of  government  would  only  increase 
by  1.4  per  cent.  To  account  for  the  anticipated  increase  in  population 
over  65,  taxes  would  need  to  increase  by  4  per  cent  federally  and  1.9  per 
cent  in  total  by  the  year  2000.  The  proposed  increases  in  GIS  would 
necessitate  a  0.9  per  cent  increase  in  federal-tax  revenues  and  a  0.4  per 
cent  increase  in  all  government  levels.  The  CLC  pointed  out  that  a 
doubling  in  CPP  benefits  would  mean  a  15  per  cent  reduction  in  GIS  expen¬ 
ditures,  and  it  repeatedly  emphasized  its  desire  to  substitute  'earned'  CPP 
benefits  for  GIS  benefits  because  of  the  apparent  stigma  attached  to 
receiving  GIS.  While  pointing  out  positive  aspects  of  the  CPP  such  as  the 
high  degree  of  worker  coverage,  portability,  etc.,  in  making  its  proposals, 
it  openly  disregarded  potentially  negative  side-effects  of  an  expanded 
public  pension  system  on  savings  and  resource  allocations. 

8)  Brief  by  National  Action  Committee  on  the  Status  of  Women, 

May  10,  1983 

In  a  brief  submitted  to  the  Task  Force  on  Pension  Reform,  the  National 
Action  Committee  on  the  Status  of  Women  (NAC)  echoed  many  of  the  pro¬ 
posals  put  forward  by  the  CACSW.  These  include  the  inclusion  of  home¬ 
makers  in  the  CPP,  and  the  doubling  of  the  replacement  rate  from  25  to  50 
per  cent.  The  NAC  recommended  the  gradual  phasing-out  of  survivor 
benefits  once  homemakers  are  included  in  the  CPP.8  Cost  estimates  pro¬ 
vided  by  the  NAC  show  these  seemingly  generous  homemaker  proposals  to 
be  more  expensive  than  those  in  the  Green  Paper.  They  would,  however, 
cost  less  over  time  as  the  female  participation  rate  increases  and  there  is 
less  demand  for  the  homemaker  pension.  The  NAC  argued  that  the  Green 
Paper  proposals  would  steadily  increase  in  cost  because  of  the  generous 
survivor  benefits. 


113 


9)  Canada  Pension  Plan  Advisory  Committee,  June  1983 


In  a  recently  released  majority  report  by  the  CPP  Advisory  Committee,  the 
integration  of  homemakers  into  the  CPP  is  advocated.  Mandatory  contribu¬ 
tions  are  to  be  paid  by  husbands  on  behalf  of  homemakers  on  half  the 
AIW.  Long-term  homemakers  looking  after  young  children,  or  disabled 
relatives  whose  links  to  the  labour  market  are  too  weak  to  benefit  from  the 
drop-out  provision,  would  have  the  required  contributions  subsidized  by 
other  CPP  contributors.  This  same  provision  would  likewise  apply  to 
low-income  families .  Other  recommendations  supported  by  the  majority  of 
the  committee  include  the  implementation  of  the  child-rearing  drop-out 
clause,  and  mandatory  credit-splitting  upon  divorce,  retirement,  or  death. 
In  addition,  the  committee  proposed  the  gradual  abolition  of  survivor 
benefits  for  those  over  age  65.  A  reform  for  those  under  age  65  is  as  yet 
unspecified. 

No  cost  estimates  of  these  proposals  are  provided  by  the  committee. 
However,  evidence  is  presented  showing  the  inadequacy  of  present  ar¬ 
rangements,  and  how  the  proposals  would  improve  the  situation  of  the 
elderly  homemaker.  The  majority  felt  inclusion  of  homemakers  in  the  CPP 
is  justified  on  the  grounds  'that  homemakers  do  real  work  for  which  there 
exist  fully  paid  and  pensioned  counterparts  in  the  labour  market'.  Several 
studies  were  cited  which  support  this  view. 

While  fully  agreeing  that  work  done  by  homemakers  is  of  economic 
worth,  the  minority  rejected  the  majority  proposals  to  require  contributions 
on  behalf  of  homemakers  and  to  abolish  survivor  benefits.  This  opposition 
was  based  on  evidence  which  showed  that  low-  and  middle-income  one- 
earner  couples  would  receive  more  income  after  age  65  than  they  received 
prior  to  retirement,  and  on  the  belief  that  the  proposal  does  not  treat  all 
homemakers  equitably.  Instead,  the  minority  argued  for  a  general  increase 
in  CPP  benefits  in  addition  to  the  other  majority  proposals  as  a  more 
equitable  method  of  improving  the  financial  situation  of  the  female  elderly. 
The  minority  supported  the  proposals  for  the  child-rearing  drop-out  pro¬ 
vision  and  mandatory  credit-splitting. 

EVALUATING  REFORM  PROPOSALS 

In  this  section  we  discuss  both  the  reform  proposals  outlined  in  the  Green 
Paper  and  wider  aspects  of  public  pension  reform.  We  conclude  with  an 
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TABLE  12 


Impacts  of  Green  Paper  Proposals  on  total 
ous  subgroups,  assuming  no  other  source  of 

1.  Single,  65+  receives  max.  CPP  survivor 

federal  income  support  for  vari- 
income 

benefits  (yearly  support  in  $) 

1983  benefits 

before 

1983  benefits  with  Green 

Green  Paper  proposals 

Paper  proposals  implemented 

OAS 

3049 

3049 

GIS 

1825 

1405 

CPP 

2485 

3313 

TOTAL 

7359 

7767 

2.  Single, 

65+,  receives  max 

.  CPP  disability  pension  (yearly  support  in  $) 

OAS 

3049 

3049 

GIS 

1045 

997 

CPP 

4049 

4141 

TOTAL 

8143 

8187 

a  Survivor  receives  80%  of  maximum  1983  benefits. 


indication  of  our  preferred  directions  for  future  reform. 

First,  we  see  the  Green  Paper  as  concerned  with  only  relatively  small 
changes  in  our  public  pension  arrangements.  This  is  because  the  Green 
Paper  accepts  the  current  structure  of  OAS  and  GIS  as  given  and  limits 
itself  to  possible  expansion  in  CPP  benefits.  The  Green  Paper  also  accepts 
that  there  are  substantial  constraints  on  increases  in  benefits  in  the  fu¬ 
ture,  primarily  because  of  the  financing  problems  which  CPP  faces.  These 
small  benefit  increases  are  concentrated  primarily  on  specified  groups, 
particularly  current  female  non-contributors,  survivors  and  the  disabled. 

A  crucial  feature  of  this  set  of  proposals  is  how  small  the  impacts  are 
on  the  total  package  of  income  support  for  the  elderly.  In  Table  12,  the 
changes  in  total  federal-income  support  implied  by  the  Green  Paper  pro¬ 
posals  are  reported  for  two  of  the  more  important  subgroups,  survivors 
and  the  disabled,  assuming  no  other  sources  of  income  beyond  provincial 
income  supplements  are  present.  While  these  figures  are  for  the  special 
cases  of  maximum  benefits,  the  benefit  increases  are  small.  While  CPP 
increases,  GIS  falls,  partially  offsetting  the  impact  of  the  change.  The 
Green  Paper  does  not  highlight  the  offsetting  effect  of  GIS  and  provincial 
income  supplementation  programs  which  will  accompany  its  proposed 
changes.  Thus  small  changes  in  CPP  benefits  proposed  in  the  Green  Paper 
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will  have  even  smaller  impacts  on  the  income  package  of  the  elderly  who 
qualify.  More  fundamental  restructuring  of  our  public  pension  system, 
such  as  moving  away  from  universality,  reorganizing  benefits,  or  changing 
the  retirement  age  are  not  fully  discussed. 

Second,  we  see  as  crucial  to  an  evaluation  of  the  Green  Paper  pro¬ 
posals  a  more  wide-ranging  discussion  of  the  financing  problems  facing  our 
public  pension  system.  The  Green  Paper  seems  to  imply  that  the  only 
funding  crisis  about  which  we  have  to  be  concerned  is  that  facing  the  CPP 
and  QPP.  In  fact,  this  could  be  but  a  small  element  of  a  wider  funding 
crisis  facing  public  pensions.  Because  both  OAS  and  GIS  are  funded  out 
of  general  revenue,  the  demographic  problems  facing  CPP  are  also  faced 
by  the  wider  public-sector  tax-transfer  system.  As  with  the  CPP,  a 
changing  age  structure  will  produce  an  increase  in  OAS  and  GIS  expendi¬ 
tures  if  benefits  remain  unchanged.  The  main  difference  between  OAS-GIS 
and  the  CPP  is  the  absence  of  an  explicit  tying  of  contributions  and  bene¬ 
fits  with  the  former,  but  this  does  not  in  anyway  minimize  the  severity  of 
the  funding  crisis.  Pressure  on  taxes  and/or  deficits  will  occur  through 
increases  in  benefits  under  OAS  and  GIS,  if  they  are  indexed  to  maintain 
their  relation  to  the  AIW,  in  much  the  same  way  that  CPP  contributions 
have  to  rise  to  cover  increased  CPP  benefits.  Indeed,  we  suggest  that 
the  funding  problems  potentially  reach  much  wider  than  OAS  and  GIS 
because  of  the  additional  pressure  on  health-care  costs  from  an  aging 
population.  The  precise  dimensions  of  this  problem  are  difficult  to  ap¬ 
praise.  Health-care  costs  relative  to  other  costs  may  change,  and  in¬ 
creases  in  health  costs  due  to  an  aging  population  are  partially  offset  by 
savings  on  education.  Nonetheless,  the  potential  exists  for  a  major  addi¬ 
tion  to  the  funding  crisis  from  this  source,  and  this  should  be  considered 
in  evaluating  an  appropriate  policy  stance  on  public  pensions  themselves. 

These  wider  dimensions  of  the  financing  problems  of  public  pensions 
are  not  fully  discussed  in  the  Green  Paper,  and  yet,  in  our  opinion,  they 
should  be  a  major  element  in  any  discussion  of  public  pension  reform, 
simply  because  so  much  of  the  income  support  to  the  elderly  is  channelled 
through  OAS  and  GIS,  and  because  health-care  costs  are  so  significant. 
We  would  suggest  that  the  impact  on  future  taxes  and  deficits  of  the  aging 
population  which  Canada  will  have  over  the  next  few  decades,  while  not 
discussed  in  the  Green  Paper,  will  likely  become  such  an  important  policy 
issue  in  the  decades  ahead  that  for  this  reason  alone  it  is  probably  wrong 
to  think  of  the  Green  Paper  as  the  end  of  the  pension  debate  in  Canada. 
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We  see  this  as  but  a  prelude  to  an  ongoing  policy  debate  for  the  next 
thirty  to  forty  years,  or  even  longer. 

Third,  we  would  highlight  intergenerational  equity  judgement  involved 
in  public  pension  reform.  While  the  longer-term  population  trends  are 
highly  uncertain,  shorter-term  trends  are  somewhat  clearer.  Demographic 
pressures  will  probably  build  for  the  next  thirty  to  forty  years,  and  could 
be  more  or  less  severe  out  to  2050.  Because  of  the  way  we  have  funded 
our  public  pensions  to  date,  it  is  likely  something  has  to  give.  Either 
benefits  will  fall,  or  taxes  and  contributions  will  rise,  or  there  will  be 
some  combination  of  the  two.  Someone  simply  has  to  be  made  worse  off  in 
this  situation  compared  to  expectations  based  on  current  tax  contributions 
and  benefit  levels. 

The  Green  Paper  seems  to  assume  that  the  only  course  open  is  to 

maintain  benefits,  even  though  the  burden  on  the  working  generation 

ahead  may  be  substantial.  In  our  opinion,  Canadians  need  to  ask  them¬ 
selves  whether  this  is  a  burden  which  they  really  want  their  children  to 
bear.  Also,  they  will  be  acting  on  a  false  premise  if  they  assume  that  a 
future  generation  of  workers  will  passively  accept  such  an  intergeneration¬ 
al  transfer  without  resorting  to  the  political  process  to  change  these  ar¬ 
rangements.  In  the  face  of  a  large  change  in  the  age  structure  of  our 

population,  public  pension  benefits  voted  by  one  generation  for  themselves 
when  they  are  a  majority  simply  cannot  be  guaranteed  in  face  of  the  poli¬ 
tical  realities  of  a  future  generation  of  workers  who  must  pay  the  bill  and 
ultimately  have  the  power  to  change  arrangements. 

These  broad  points  having  been  made,  there  are  a  large  number  of 
other  issues  arising  from  the  Green  Paper  and  other  proposals. 

How  large  should  benefits  be? 

The  Green  Paper  does  not  explicitly  face  the  issue  as  to  what  level  of 
benefits  should  be  paid  to  the  elderly.  It  seems  to  accept  that  the  CPP 
should  be  based  on  25  per  cent  of  the  AIW,  and  that  levels  of  OAS  and 
GIS  support  will  be  largely  unchanged  in  real  terms.  However,  several  of 
the  other  reports  referred  to  above  argue  that  higher  levels  of  income 
support  to  the  elderly  are  justified  and  should  be  paid.  Clearly,  the  price 
associated  with  these  higher  benefit  levels  is  higher  contribution  rates 
under  CPP  or  higher  taxes  if  OAS  or  GIS  is  increased. 

Any  evaluation  of  the  adequacy  of  benefits  for  the  elderly  is  obvi- 
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ously  subjective,  but  the  picture  painted  by  the  data  reported  in  this 
paper  is  that  for  a  married  couple  over  age  65,  the  total  income  package 
from  OAS,  GIS,  and  the  CPP  is  in  the  region  of  $12,500  to  $13,000  a  year. 
While  there  is  substantial  variation  in  benefits  across  provinces ,  adding  in 
these  can  easily  lead  to  a  total  income  package  of  around  $14,000  per  year, 
or  about  70  per  cent  of  the  AIW. 

This  level  of  income  support  paid  to  couples  does  depend  somewhat  on 
whether  they  are  CPP  beneficiaries,  but  because  of  the  offsetting  features 
of  GIS  and  provincial  income-support  programs  the  differences  are  small, 
perhaps  $500  per  year.  Also,  this  level  of  income  support  is  paid  in¬ 
dependently  of  the  amount  of  other  income  available  to  the  couple  upon 
retirement.  Thus,  de  facto,  Canada  has  close  to  a  universal  flat-rate 
income-support  system  because  of  the  way  the  major  programs  compound 
and  offset  one  another. 

While  it  is  hard  to  define  an  appropriate  level  of  support  objectively, 
it  seems  generally  agreed  that  public-sector  income-support  levels  for 
elderly  couples  are  substantially  above  the  poverty  line  for  a  two-person 
household.  If  one  also  accepts  that  the  costs  of  the  elderly  are  signifi¬ 
cantly  lower  than  those  of  other  households,  especially  given  that  all 
medical  costs  are  covered  through  free  health-insurance  premiums ,  it  seems 
to  us  that  one  can  argue  that  current  public  support  for  elderly  couples  is 
reasonable.  This  is  further  supported  by  the  fact  that,  on  average,  other 
sources  of  income  for  couples  are  approximately  double  the  income  support 
from  public-sector  sources. 

The  position  of  single  households,  however,  is  less  satisfactory. 
Here  there  is  more  variation  in  the  total  income-support  level  they  receive, 
primarily  because  of  the  somewhat  peculiar  split  in  single/couple  support 
levels  under  provincial  income-supplementation  programs  and  the  levels  of 
benefits  paid  under  OAS  and  GIS.  For  a  single  individual,  total  income 
support  ranges  from  $6,500  to  $8,000  per  year.  If  benefits  in  kind  are 
also  taken  into  account,  this  increases  somewhat,  perhaps  to  the  region 
$7,500  to  $9,000  per  year.  Poverty-line  estimates  suggest  that  this  level 
of  support  is  a  little  below  the  poverty  line.9  Although  this  benefit  pack¬ 
age  covers  all  individuals  over  age  65  irrespective  of  other  sources  of 
income  including  private  pension  income  or  investment  income,  there  seems 
little  doubt  that  there  is  a  substantial  group  of  elderly  who  are  in  relative 
poverty.  These  are  largely  accounted  for  by  female  surviving  spouses 
who  have  no  additional  sources  of  income. 
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On  average,  therefore,  it  would  seem  to  us  that  public  pension  bene¬ 
fits  paid  to  the  elderly  are  adequate  in  terms  of  providing  basic  needs, 
with  the  exception  of  a  group  of  single,  elderly,  primarily  female  surviving 
spouses  who  have  no  other  source  of  income  support.  This  suggests  to  us 
that  it  might  be  reasonable  to  view  the  level  of  benefits  currently  being 
paid  as  adequate  in  total,  with  restructuring  of  the  benefits  received  by 
various  groups  the  more  important  issue. 

Restructuring  benefits 

Given  this  approach  to  pension  reform,  the  issue  becomes  how  to  restruc¬ 
ture  benefits.  One  obvious  way  is  to  eliminate  universality  of  OAS.  OAS 
accounts  for  around  60  per  cent  of  the  federal  income-support  paid  to  the 
elderly,  and  a  partial  or  full  withdrawal  of  OAS  from  elderly  households 
with  significant  amounts  of  outside  income  would  obviously  allow  more 
income  support  to  be  targeted  to  those  in  need.  There  are,  however, 
possibly  undesirable  resource-allocation  aspects  of  a  move  to  end  univers¬ 
ality,  and  we  return  to  them  below. 

There  are  other  elements  in  a  possible  restructuring  which  could  also 
be  considered.  An  obvious  one  is  the  relative  size  of  benefits  paid  to 
single-person  households  and  couples.  As  mentioned  earlier,  these  do 
seem  substantially  out  of  line  both  with  the  relative  costs  of  living  of  these 
groups  and  poverty-line  estimates.  The  argument  repeatedly  made  is  that 
any  substantial  deviation  from  current  benefit  arrangements  would  provide 
incentives  for  elderly  households  to  separate  and  live  singly.  While  this  is 
undoubtedly  an  argument  to  be  borne  in  mind,  the  current  relative  in¬ 
equity  between  these  two  groups  seems  clear,  and  some  move  to  reduce 
this  disparity  seems  merited. 

Another  area  where  restructuring  seems  in  order  involves  the  treat¬ 
ment  of  spouses  and  survivorship.  Undoubtedly,  relative  poverty  is 
concentrated  among  the  elderly  surviving  spouses,  and  the  proposals  in 
the  Green  Paper  to  increase  the  fraction  of  household  income  which  would 
be  paid  to  a  survivor  up  to  80  per  cent  of  CPP  benefits  from  the  present 
60  per  cent  would  move  some  way  towards  redressing  this  balance.  It 
should  be  noted,  however,  that  this  change  would  have  relatively  little 
impact  on  the  current  elderly  poor  since  many  of  these  are  ineligible  for 
the  CPP  and  those  that  are  eligible  receive  considerably  less  than  maximum 
benefits. 
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Removing  universality 


Perhaps  the  most  obvious  way  to  restructure  benefits  would  be  to  end  the 
universality  of  OAS.  Several  different  methods  for  doing  this  have  been 
mentioned  earlier,  such  as  running  the  combined  OAS/GIS  benefit  program 
on  a  GIS  basis,  or  collapsing  both  the  CPP  and  OAS  into  a  single  GIS 
program.  A  third  method  would  be  to  limit  OAS  on  a  separate  income- 
tested  basis  independent  of  the  means  test  for  GIS. 

Changes  such  as  these  would  clearly  allow  substantial  sums  to  be 
reallocated.  Unpublished  data  from  Statistics  Canada's  Survey  of  Con¬ 
sumer  Finance  indicate  that  in  1981,  12.8  per  cent  of  OAS  payments  went 
to  families  with  incomes  greater  than  $30,000;  23.9  per  cent  went  to  those 
with  incomes  greater  than  $20,000;  and  49.8  per  cent  went  to  families  with 
incomes  in  excess  of  $11,000. 10  Total  expenditures  on  OAS  in  1981  were 
$5.3  billion.  Thus  an  income  limit  of  $30,000  would  have  saved  approxi¬ 
mately  $0.6  billion  in  1981;  a  limit  of  $20,000  approximately  $1.2  billion; 
and  a  limit  of  $11,000  approximately  $2.6  billion.  Even  the  $30,000  limit 
would  more  than  finance  the  Green  Paper  proposals  since  $0.5  billion  was 
around  20  to  25  per  cent  of  CPP  benefits  paid,  and  the  contribution  rate 
increases  projected  from  the  Green  Paper  proposals  are  considerably  less 
than  20  per  cent.  Thus,  as  a  method  of  allowing  better  targeting  of 
income  support  to  those  most  in  need,  this  approach  has  a  lot  to  commend 
it.  As  a  result  it  has  received  the  endorsement  of  several  groups  exam¬ 
ining  the  pension  reform  issue  in  recent  years. 

The  two  negative  aspects  of  this  approach,  however,  are  the  impact  it 
may  have  on  resource  allocation  and  the  fairness  issue  identified  some  ten 
years  ago  in  the  federal  White  Paper  on  pension  reform.  The  adverse 
resource-allocation  impacts  arise  because  of  the  disincentive  to  save  during 
the  working  lifetime  if  the  retirement  pension  from  the  state  is  to  be 
income-tested  on  private  investment  and  other  income  available  to  the  indi¬ 
vidual.  This  could  significantly  reduce  private-sector  savings.  Thus  an 
end  to  universality  has  to  be  approached  with  more  caution  than  might  at 
first  seem  merited. 

The  point  to  keep  in  mind  with  this  resource-allocation  issue  is  that 
this  question  already  arises  with  our  welfare  programs,  since  qualification 
is  income-tested,  and  is  therefore  inevitable  in  any  social  safety-net  ap¬ 
proach  to  public  pensions.  Our  own  view  would  be  that  negative  effects 
of  income-testing  OAS  on  savings  should  not  stand  in  the  way  of  ending 
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the  universality  of  OAS,  since  a  trade-off  between  redistribution  and 
efficiency  is  inescapable  and  has  already  been  confronted,  at  least  implicit¬ 
ly,  in  the  design  of  our  welfare  programs.  The  exact  strength  of  this 
disincentive  effect  is  uncertain,  although  recent  U.S.  evidence  estimating 
the  elasticity  of  savings  with  respect  to  the  net-of-tax  rate  of  return  on 
savings  suggests  that  this  effect  could  be  quite  pronounced.  Such  a 
change  would  clearly  need  further  careful  investigation  before  being  made, 
but  should  be  considered  more  fully  than  it  has  been  thus  far  in  the 
Green  Paper. 

The  fairness  issue  raised  by  the  1970  White  Paper  on  pension  reform 
is  that  if  people  have  planned  their  retirement  under  the  assumption  that 
OAS  would  continue  as  a  universal  program,  it  is  not  fair  to  remove  uni¬ 
versality.  If  OAS  is  income-tested,  the  argument  is  that  individuals  who 
no  longer  qualify  would  be  treated  unfairly,  since  their  retirement  plan¬ 
ning  has  been  based  upon  an  implicit  contract  with  the  government  which 
the  government  will  have  unilaterally  revoked.  This  also  is  undoubtedly 
an  important  issue  which  suggests  that  some  form  of  transitional  arrange¬ 
ment  treating  those  close  to  retirement  differently  from  those  further  away 
might  be  called  for  in  approaching  the  universality  issue.  But  as  with  the 
impacts  on  savings,  we  would  suggest  that  this  argument  per  se  should 
not  prevent  a  withdrawal  from  universality  as  a  policy  direction. 

Changing  the  package  of  OAS,  GIS  and  CPP  benefits 


Among  the  options  listed  for  terminating  universality  of  OAS  are  several 
which  involve  radically  restructuring  the  current  package  of  three  separate 
federal  programs:  OAS,  GIS,  and  CPP.  Perhaps  the  most  extreme  change 
would  be  to  abolish  all  three  of  these  programs  and  fund  public  pensions 
from  general  revenues.  This  approach  has  been  adopted  in  a  few  coun¬ 
tries  such  as  Australia  and  New  Zealand,  which  abolished  their  social 
security  taxes  and  raised  the  relative  importance  of  the  income  tax  to  do 
so.  An  alternative  route  would  be  that  represented  by  the  American  social 
security  system,  which  uses  a  single  pay-go  contribution-based  program  to 
provide  income  support  to  the  elderly.  A  reform  along  these  lines  in 
Canada  would  blend  OAS  and  GIS  along  with  the  CPP  into  a  single  CPP 
program.  Alternatively,  uniform  public  pensions  paid  independent  of 
contributions  could  be  used;  in  effect,  this  would  amount  to  a  single  OAS 
package  much  like  current  pension  arrangements  in  the  U.K. 
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The  Green  Paper  bases  its  discussion  of  public  pension  reform  on  the 
assumption  that  our  current  blend  of  the  three  programs  is  satisfactory, 
but  a  much  wider  discussion  of  the  range  of  the  options  available  would 
clearly  be  useful  at  this  time. 

Alternatives  to  terminating  universality 

A  noticeable  feature  of  much  of  the  pre-Green-Paper  literature  on  public 
pensions  is  how  often  some  movement  in  the  general  direction  of  ending 
universality  has  been  advocated,  and  how  little  movement  there  has  been 
in  this  direction  on  the  policy  front.  The  political  dangers  to  any  gov¬ 
ernment  seen  to  be  tampering  with  universality  of  public  pensions  are  ob¬ 
vious,  and  thus,  although  we  advocate  an  end  to  universality,  we  do  not 
expect  it  will  happen. 

It  therefore  seems  to  us  sensible  to  explore  alternative  mechanisms  for 
restructuring  the  total  public-pension  benefit-package  while  still  preserv¬ 
ing  universality  in  OAS.  Two  of  the  more  natural  ones  have  already 
received  attention  in  the  literature.  One  would  be  to  terminate  the  special 
tax  treatment  for  the  elderly  through  the  age  exemption  and  pension 
deduction.  If  termination  itself  is  politically  unacceptable,  it  might  be 
possible  to  replace  these  deductions  by  tax  credits.  The  second  would  be 
to  use  the  indexation  adjustments  in  OAS  and  GIS  to  slowly  change  the 
relative  importance  of  these  programs  in  favour  of  GIS.  GIS  benefits 
would  thus  rise  at  a  rate  above  the  inflation  rate,  while  OAS  benefit 
increases  would  lag  behind  the  inflation  rate. 

Changing  homemaker  and  survivor  benefits  under  the  CPP 


A  substantial  amount  of  discussion  both  in  the  Green  Paper  and  elsewhere 
has  focused  on  increasing  those  benefits  under  CPP  which  are  most  rele¬ 
vant  to  females ,  particularly  homemaker  and  survivor  benefits . 

The  most  ambitious  reform  would  involve  providing  accumulated  home¬ 
maker  credits  for  spouses  even  though  they  do  not  participate  in  the 
labour  force.  A  weaker  version  of  this  same  approach  is  the  child-rearing 
drop-out  provision.  Survivor  benefits  are  to  be  increased  directly 
through  credit-splitting  when  the  younger  spouse  reaches  age  65  and 
indirectly  through  credit-splitting  upon  divorce. 

While  all  of  these  proposals  have  been  made  with  a  view  to  increasing 
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benefits  paid  to  spouses,  most  of  whom  are  females,  the  key  feature  which 
seems  to  have  been  neglected  is  that  in  most  cases  the  changes  involved 
would  have  little  impact  upon  the  total  income  support  involved.  In  the 
same  way  that  the  Green  Paper  concerns  itself  exclusively  with  the  CPP, 
so  too  does  the  discussion  of  spousal  benefits,  neglecting  the  offsetting 
effects  of  GIS  and  provincial  income  supplementation  plans.  Thus  one  can 
argue  that  many  of  the  proposals  for  expanding  women's  benefits  will  have 
relatively  little  aggregate  impact  both  upon  cash  disbursements  from  public 
pensions  and  on  the  total  income  package  of  support  available  to  spouses. 
In  turn,  the  concern  expressed  in  the  Green  Paper  about  pressure  upon 
the  contribution  rates  in  the  CPP  from  a  move  to  homemaker  pensions  is 
less  serious  than  appears  at  first  when  one  realizes  that  savings  from  GIS 
and  provincial  supplementation  plans  could  cover  a  significant  fraction  of 
the  benefit  increases  under  the  CPP. 

Where  this  point  has  been  recognized,  the  argument  made  is  that, 
even  though  there  may  be  only  a  small  change  in  the  total  benefit  pack¬ 
age,  the  change  is  nonetheless  desireable  because  CPP  credits  represent  a 
claim  on  a  pension,  whereas  receiving  GIS  is  akin  to  being  on  welfare. 
This  argument  is  made  by  some  women's  groups  and  has  been  used  by  the 
CLC  in  support  of  their  call  for  an  expansion  of  CPP  benefits.  Indeed, 
the  notion  of  stigma  appears  at  times  to  be  used  to  defend  changes  which 
in  total  can  make  beneficiaries  no  better  or  even  worse  off. 

Since  we  would  attach  a  high  priority  in  pension  reform  to  increasing 
benefits  to  surviving  spouses  with  no  additional  income  beyond  their  public 
pension,  we  would  suggest  that  the  interests  of  this  group  are  not  neces¬ 
sarily  best  served  by  any  of  the  proposals  currently  under  debate  with 
this  end  in  view.  As  elsewhere  in  the  pension  debate,  exclusive  concen¬ 
tration  on  the  CPP  will  only  produce  changes  whose  total  impacts  are  offset 
through  GIS  and  provincial  income-supplementation,  and  many  of  the  target 
groups  will  remain  unaffected  since  they  are  currently  ineligible  for  the 
CPP.  Even  a  full  homemaker-pension  scheme  would  take  several  decades  to 
have  any  significant  impact  on  the  group  of  surviving  spouses  with  no 
additional  income.  In  our  opinion,  much  more  impact  on  this  group  would 
occur  under  a  plan  to  realign  single  and  married  benefits  in  OAS  and  GIS 
than  would  follow  from  the  homemaker  proposal,  and  it  would  occur  instan¬ 
taneously  rather  than  cumulatively. 

Regarding  the  stigma  argument,  we  would  point  out  that  if  this  group 
of  beneficiaries  truly  believe  that  they  are  better  off  with  a  smaller  total- 
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benefit  package  appropriately  renamed,  it  is  socially  costless  to  arrange 
for  the  relabelling  to  occur.  But  we  do  not  believe  that  this  is  the  case. 
The  elderly  poor  are  surely  primarily  concerned  with  the  dollar  size  of 

their  income-support  cheques,  and  in  our  view  to  overly  dwell  on  the 

stigma  issue  obscures  the  debate. 

A  final  and  smaller  point  concerning  survivorship  is  that  the  credit¬ 
splitting  proposals  in  the  Green  Paper  can  in  fact  make  some  beneficiaries 
worse  off.  Under  current  arrangements  where  no  credit-splitting  occurs, 
survivors  can  maintain  a  full  pension  if  they  were  initially  in  receipt  of  the 

credits,  whereas  if  the  death  of  the  other  spouse  with  full  credits  were  to 

occur  they  would  receive  survivorship  benefits.  Under  credit-splitting, 
whichever  spouse  were  to  die  first,  only  split  credits  and  a  corresponding¬ 
ly  reduced  pension  would  be  received  after  the  death  of  the  other  spouse. 

How  severe  is  the  funding  crisis? 


In  our  opinion,  one  of  the  key  questions  facing  us  in  approaching  the 
re-design  of  public  pensions  concerns  the  potential  severity  of  the  funding 
crisis  anticipated  in  the  next  few  decades.  If  one's  view  is  that  a  severe 
crisis  is  ahead,  then  increases  in  benefits  which  further  worsen  the  prob¬ 
lem  obviously  become  that  much  more  difficult.  Indeed,  we  have  tried  to 
emphasize  the  political  question  as  to  whether  a  future  generation  of 
workers  will  agree  to  large  transfers  to  the  generation  ahead  of  them,  and 
we  suggest  that  this  should  be  of  major  concern  to  present-day  reformers. 
If  one's  view  of  demographic  developments  is  highly  uncertain,  and  one 
takes  a  more  optimistic  view,  then  one  worries  less  about  this  issue.  Our 
position  is  that  while  there  are  fairly  large  degrees  of  uncertainty  about 
how  severe  the  demographic  crisis  will  be,  a  best-guess  scenario  at  this 
stage  produces  enormous  pressures  on  our  public  pension  system.  In 
turn,  we  would  emphasize  that  we  almost  certainly  know  more  about  the 
demographic  pattern  for  the  next  thirty  or  forty  years  than  for  the  longer 
term  of  seventy  or  eighty  years,  and  the  demographic  pressures  are 
clearly  apparent  even  in  this  time  period. 

The  Green  Paper  focuses  on  the  CPP  as  approaching  a  severe  funding 
crisis  by  the  turn  of  the  century,  primarily  because  of  a  combination  of 
changes  in  population  age  structure,  and  because  the  plan  is  maturing. 
The  key  issue  to  us,  however,  is  that  this  funding  crisis  could  well  be 
much  wider  than  the  CPP  alone  because  of  such  a  large  portion  of  public 
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pension  support  for  the  elderly  occurring  through  OAS  and  GIS  and  paid 
for  out  of  general  revenue.  The  impact  of  such  a  crisis  on  tax  rates  and 
deficits  clearly  has  to  be  taken  into  account  in  evaluating  policy  options 
towards  it.  In  addition,  the  potential  added  pressures  on  taxes  and 

deficits  from  rising  health-care  costs  need  to  be  taken  into  account. 

Our  rough  calculation  is  that  if  the  higher  OAS  and  GIS  are  funded 
by  an  increase  in  income  taxes,  the  succeeding  generation  of  workers 
could,  in  the  most  pessimistic  case,  face  a  surcharge  on  their  combined 
federal  and  provincial  income  tax  of  approximately  30  to  40  per  cent.  The 
calculation  is  that  under  the  most  pessimistic  scenario,  the  fraction  of  the 
population  over  age  65  will  approximately  triple  by  the  year  2050.  Current 
expenditures  under  OAS-GIS  are  around  $8  billion  a  year,  suggesting  an 

increase  of  $16  billion  a  year  to  increase  OAS  and  GIS  benefits  by  a  com¬ 

parable  factor.  With  combined  federal  and  provincial  income-tax  revenues 
running  at  around  $45  billion,  and  taking  into  account  the  reduced  size  of 
the  labour  force,  the  range  of  30  to  40  per  cent  is  calculated  for  the 
increase  to  finance  higher  OAS  and  GIS  expenditures.  Admittedly,  this 

simple-minded  projection  assumes  that  OAS  and  GIS  will  grow  at  the  same 
real  growth-rate  as  the  economy,  whereas  currently  they  are  indexed  to 
prices.  Nonetheless,  the  potential  severity  of  the  crisis  is  clear  from  such 
a  calculation,  and  more  attention  to  this  element  of  the  funding  crisis 
seems  warranted. 

Regarding  health-care  costs,  our  rough  calculation  is  of  a  further 
surcharge  on  combined  federal  and  provincial  taxes  of  around  20  to  25  per 
cent  in  the  most  pessimistic  case.  Health-care  costs  currently  run  a  little 
under  $13  billion.  Around  8  per  cent  of  the  population  are  over  age  65, 
and  the  Economic  Council  of  Canada  reports  their  per  capita  health-care 
costs  at  around  seven  times  those  of  individuals  under  18.  If  the  fraction 
of  the  population  over  65  were  to  triple,  the  most  pessimistic  of  the  demo¬ 
graphic  projections  out  to  2050  outlined  earlier,  then  this  would  imply  an 
approximate  75  per  cent  increase  in  health-care  costs.  The  increase  on 
current  costs  of  around  $10  billion  would  translate  into  the  further  income- 
tax  surcharge  of  20  to  25  per  cent.  As  with  OAS  and  GIS,  this  is  only  a 
rough  calculation  which  neglects  possible  relative-cost  changes  between 
health  care  and  other  costs,  and  also  does  not  factor  in  reduced  education 
costs  from  changes  in  the  age  structure.  Nonetheless,  the  numbers  are 
large  enough  to  suggest  that  some  further  attention  should  be  given  to  the 
issue  in  designing  policy  towards  public  pensions. 
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How  should  we  approach  the  funding  crisis? 


In  approaching  the  public-pension  funding  crisis,  it  seems  to  us  that  there 
are  three  basic  options:  cut  benefits,  increase  taxes  (contributions),  or 
do  a  little  of  both.  The  assumption  in  the  Green  Paper  is  that  the  only 
approach  is  to  increase  contributions,  because  pension  benefits  have  been 
promised  in  the  past  and  cannot  be  changed.  If  benefits  were  reduced  it 
would  mean  that  successive  generations  will  have  different  benefits  despite 
paying  comparable  contributions.  This,  however,  is  a  misleading  argument. 
By  following  the  course  outlined  in  the  Green  Paper,  a  major  intergenera- 
tional  inequity  will  still  be  present.  This  is  because  there  will  be  succes¬ 
sive  generations  with  similar  levels  of  benefits  but  sharply  different  taxes. 
Indeed,  what  the  Green  Paper  highlights  is  that  because  the  CPP  is  only 
partially  funded,  and  OAS  and  GIS  are  effectively  on  a  pay-as-you-go 
basis,  this  intergenerational  equity  issue  is  inescapable  in  choosing  among 
the  policy  options. 

In  hindsight,  a  more  appropriate  approach  might  have  been  a  more 
fully  funded  CPP.  While  the  CPP  remains  a  partially  funded  pension  plan, 
the  extent  of  funding  in  the  plan  is  quite  limited  and  will  prove  to  be 
inadequate  to  deal  with  the  future  funding  crisis.  However,  increasing 
the  degree  of  funding  in  previous  years  is  an  option  no  longer  available  to 
us.  The  best  that  can  be  done  is  to  move  towards  a  more  fully  funded 
system  in  the  next  few  years  before  the  worst  of  the  funding  crisis 
arrives . 

Even  though  the  Green  Paper  seems  to  dismiss  this  intergenerational 
equity  issue,  it  remains  fundamental  to  the  public  pension  debate.  In  our 
opinion,  political  problems  will  undoubtedly  stem  from  this  in  the  future, 
as  it  seems  to  us  unlikely  that  a  future  generation  of  workers  will  pas¬ 
sively  accept  an  increase  in  their  taxes  with  no  change  in  their  benefits 
compared  to  the  generation  ahead  of  them.  We  also  believe  that  a  large 
intergenerational  transfer  will  accompany  a  scenario  under  which  benefits 
remain  unchanged  and  taxes  increase.  The  precise  dimensions  of  this 
would  need  careful  analysis  and  calculation,  but  a  rough  order  of  magni¬ 
tude  can  be  obtained  as  follows.  Suppose  we  assume  that,  currently, 
benefits  and  contributions  on  average  roughly  offset  each  other  in  present 
value  terms  for  each  individual  over  the  life  cycle.  This  is  a  strong  as¬ 
sumption  because  major  differences  occur  by  sex  and  by  income  range,  but 
as  a  rough  approximation  our  calculation  for  a  maximum  CPP  contributor 
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suggests  this  to  be  the  case.  If  our  earlier  conjectures  are  correct,  in 
the  most  pessimistic  case  the  generation  to  follow  will  experience  a  30  to  40 
per  cent  increase  in  income  taxes  to  cover  higher  OAS  and  GIS  contribu¬ 
tions.  Adding  in  extra  CPP  contributions  and  health-care  costs,  this 
might  be  in  the  range  of  a  total  increase  of  50  per  cent  of  income  taxes. 
In  a  recent  paper  on  lifetime  tax  incidence,  Davies,  St-Hilaire,  and  Whalley 
(1983)  suggest  that  an  average  income-tax  rate  out  of  lifetime  income  might 
be  in  the  range  of  15  per  cent  of  lifetime  resources  (the  discounted 
present  value  of  earnings,  transfers  from  government,  and  inheritances). 
Thus  a  ballpark  estimate  might  be  that,  for  the  most  pessimistic  case,  the 
next  generation  of  workers  over  their  lifetime  might,  on  average,  be 
forced  to  transfer  7.5  per  cent  of  their  total  lifetime  income  to  the  gener¬ 
ation  ahead  of  them  through  our  public  pension  system  if  benefit  levels 
remain  unchanged,  taxes  and  contributions  to  CPP  are  raised  accordingly, 
and  the  higher  tax  rates  prevail  throughout  their  working  life. 

If  these  rough  calculations  are  borne  out  by  more  careful  investiga¬ 
tion,  it  seems  to  us  that  the  size  of  this  transfer  is  large  enough  that 
further  consideration  of  the  present  direction  of  policy  would  be  merited. 
Also,  the  obvious  political  issue  we  have  already  raised  as  to  whether  it  is 
realistic  to  think  that  a  future  generation  would  accept  such  a  transfer 
without  political  pressure  for  change  is  further  emphasized. 

In  light  of  all  this,  our  view  is  that  options  towards  the  financing 
problems  in  our  public  pension  system  should  be  evaluated  now,  and  more 
systematically  than  seems  to  have  been  done  in  the  Green  Paper.  The 
funding  crisis  in  the  CPP  can  be  partially  delayed  by  calling  in  the  loans 
made  by  the  CPP  to  the  provinces,  although  our  impression  is  that  the 
contribution  from  this  source  is  small.  Increases  in  CPP  contribution  rates 
can  be  smoothed  across  generations  with  an  immediate  increase  in  rates  to 
more  fully  fund  future  liabilities.  The  degree  of  funding  in  CPP  is  cur¬ 
rently  small,  and  some  would  argue  that  more  fully  funding  CPP  now  would 
only  put  more  money  into  the  hands  of  the  provinces,  and  that  this  should 
be  avoided.  Presumably,  this  could  be  overcome  by  having  CPP  funds 
accumulate  real-asset  holdings  rather  than  simply  provincial  liabilities. 
Nonetheless,  as  an  option  towards  easing  the  funding  crisis,  and  reducing 
somewhat  the  intergenerational  equity  problem,  a  move  towards  a  more 
fully  funded  plan  has  its  attractions.  Similarly,  an  activist  policy  towards 
the  funding  crisis  in  OAS-GIS  would  have  us  currently  running  public 
sector  surpluses  rather  than  our  large  deficits. 
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Should  we  raise  the  retirement  age? 


A  further  issue  in  pension  reform  not  raised  in  the  Green  Paper,  but 
central  to  the  debate  on  social  security  in  the  U.S.,  is  whether  we  should 
think  about  raising  the  retirement  age.  Even  a  small  change  in  the  retire¬ 
ment  age  above  65  would  have  substantial  impacts  on  the  budget  situation, 
both  for  the  CPP  and  for  OAS-GIS.  If  average  life  expectancy  conditional 
on  reaching  age  20  (entry  to  the  labour  force)  were  age  75  averaged  over 
males  and  females ,  then  raising  the  qualifying  age  to  66  would  save  annu¬ 
ally  approximately  $1  billion  at  current  expenditure  levels;  and  to  about 
age  67,  $2  billion.  Such  a  change  could  sharply  reduce  the  pressures  on 
contributions  and  taxes  from  any  future  funding  crisis. 

OAS  was  introduced  in  Canada  some  years  ago  at  a  time  when  life 
expectancy  was  lower  than  at  present.  The  CPP  followed  in  the  1960s, 
but  since  then  life  expectancy  has  continued  to  rise.  If  we  are  willing  to 
translate  the  increase  in  life  expectancy  over  time  into  an  increase  in  the 
qualifying  age  for  public  pensions,  a  significant  amount  of  the  funding 
pressure  on  the  public  pension  system  in  the  years  to  come  can  be  allevi¬ 
ated.  As  with  other  issues  of  this  broad  type,  little  discussion  of  this 
appears  in  the  Green  Paper,  and  yet  its  central  role  to  the  debate,  to  us 
at  least,  seems  clear. 

Are  there  adverse  impacts  of  public  pension  reform  on  resource  allocation? 


Undoubtedly,  any  changes  in  our  arrangements  regarding  public  pensions 
will  have  resource-allocation  impacts,  and  these  have  to  be  weighed  in 
policy  decisionmaking.  Our  evaluation  is  that  in  the  current  state  of 
empirical  knowledge  these  impacts  are  uncertain.  While  unfortunate,  this 
seems  to  be  the  state  of  the  art  in  so  many  areas  in  economics ,  and  the 
most  helpful  strategy  to  the  policy  debate  seems  to  us  to  acknowledge  this 
to  be  so,  and  lay  out  the  competing  positions. 

There  seems  to  be  some  agreement  that  increases  in  contribution  rates 
for  public  pensions  have  adverse  affects  on  labour  supply,  although  when 
the  combined  effects  of  benefits  and  contributions  are  taken  into  account 
the  picture  is  more  clouded.  The  CPP  is  widely  projected  to  require 
combined  employer  and  employee  contribution  rates  in  the  10  per  cent 
range  by  2020,  and  if  additional  homemaker  pensions  were  financed  by 
spousal  contributions,  this  could  well  produce  combined  contribution  rates 
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in  the  15  per  cent  range.  Further  expansion  of  benefits,  perhaps  in¬ 
creasing  CPP  benefits  beyond  the  current  25  per  cent  of  the  AIW  could 
easily  produce  CPP  contribution  rates  under  this  scenario  of  up  to  20  per 
cent  a  year.  When  combined  with  the  adverse  labour-supply  effects  from 
income-tax  increases  due  to  increased  expenditures  on  OAS  and  GIS,  the 
total  effect  on  labour-supply  decisions  could  be  large  even  if  modest  labour- 
supply  elasticities  are  assumed. 

While  there  are  potentially  serious  effects  on  savings  behaviour  result¬ 
ing  from  an  expansion  of  public  pensions,  there  is  considerable  disagree¬ 
ment  as  to  how  alternative  factors  will  come  into  play.  One  line  of  argu¬ 
ment  is  that  with  a  pay-as-you-go  pension  plan  no  real  capital  accumulation 
occurs  in  the  economy,  even  though  public-sector  pension  wealth  is 
created.  If  individuals  treat  public  pension  benefits  in  the  future  as 
wealth,  because  of  the  expected  income  return  upon  retirement  paid  by 
future  generations  of  workers,  they  should  substitute  between  private- 
sector  savings  and  public-pension  wealth  dollar  for  dollar.  However, 
unlike  private-sector  savings,  no  real  capital  accumulation  occurs  under  a 
pay-as-you-go  pension  plan.  This  expansion  of  the  public  pension  system 
has  the  adverse  effect  of  reducing  the  rate  of  capital  accumulation  in  the 
economy. 

A  line  of  argument  in  the  opposite  direction  is  that  based  on  the 
thesis  recently  advanced  by  Kotlikoff  and  Summers  (1981)  that  most  saving 
is  motivated  by  bequests  rather  than  lifetime  savings.  Thus  an  aging 
population  could  produce  higher  savings  since  individuals  continue  to  save 
until  death  and  leave  larger  bequests.  An  enlarged  public-pension  system 
which  is  associated  with  an  aging  population  could  therefore  also  be  associ¬ 
ated  with  an  increase  rather  than  a  reduction  in  capital  accumulation. 

Outside  of  these  arguments  based  on  a  priori  reasoning,  empirical 
evidence  on  the  impact  of  public  pensions  on  savings  is  mixed.  As 
Asimakopulos  (1980)  points  out,  the  aggregate  savings  rate  in  Canada  has 
remained  largely  unchanged  since  the  1950s  in  spite  of  the  substantial 
expansion  in  public  pensions.  He  suggests  that  this  empirical  regularity 
(sometimes  referred  to  as  'Denison's  Law')  is  evidence  that  public  pension 
wealth  and  private-sector  savings  are  far  from  perfect  substitutes  for  each 
other.  This  conclusion  is  supported  by  Boyle  and  Murray  (1979)  using 
time-series  data  on  consumption  and  public  pension  wealth.  Daly  (1982), 
however,  using  cross-section  data  finds  that  increases  in  CPP  benefits 
result  in  a  strong  substitution  effect  against  RRSP  contributions  almost  to 


129 


the  extent  of  $0.90  on  the  dollar.  This  finding  is  in  sharp  contrast  to  the 
suggestions  of  both  Asimakopulos  and  Boyle  and  Murray. 

This  ambiguity  as  to  both  the  size  and  impacts  on  savings  that  might 
be  involved  with  public  pension  changes  should  perhaps  not  be  surprising, 
as  it  occurs  with  other  areas  of  economics  where  policy  positions  need  to 
be  based  on  empirical  studies.  It  seems  to  us,  however,  that  negative 
labour-supply  effects  from  an  enlarged  public  pension  program  and  the 
possibility  of  adverse  savings  effects  should  be  reason  for  policymakers  to 
weigh  these  possible  effects  carefully  in  any  policy  decisions  taken. 

The  agreement  of  provinces  is  required  before  changes  can  be  implemented 


One  final  feature  which  the  Green  Paper  only  mentions  briefly  concerns  the 
mechanics  of  implementing  the  changes  which  are  proposed.  Because  of 
the  way  in  which  the  CPP  operates,  agreement  of  two-thirds  of  partici¬ 
pating  provinces  with  two-thirds  of  the  population  is  required  before  any 
change  can  be  implemented.  As  a  result,  Ontario  has  an  effective  veto  of 
any  changes  in  public  pensions,  and  the  role  of  the  provinces  in  the 
process  of  obtaining  agreement  on  public  pension  reform  will  be  pivotal. 
Curiously,  those  areas  where  the  federal  government  could  act  unilaterally, 
namely  OAS  and  GIS,  are  the  parts  of  the  public  pension  system  left 
unchanged  in  the  Green  Paper  proposals. 

Will  the  Green  Paper  settle  the  pension  debate? 

From  our  comments  made  thus  far  on  the  Green  Paper  it  will  not  surprise 
readers  to  find  that  we  would  answer  no  to  such  a  question.  Our  evalua¬ 
tion  of  the  Green  Paper  proposals  portrays  them  as  small  changes,  stem¬ 
ming  from  a  document  which  neither  fully  lays  out  the  wide  range  of  policy 
options  available  nor  adequately  presents  a  complete  picture  of  the  possible 
problems  our  public  pension  system  faces  in  the  years  ahead. 

If  our  crude  calculations  are  in  the  ball-park,  we  believe  that  both 
the  importance  of  the  issues  and  their  key  role  in  Canadian  economic  policy 
will  preoccupy  policymakers  for  the  next  few  decades.  Rather  than  con¬ 
cluding  a  policy  debate,  the  Green  Paper  may  well  prove  to  be  a  prelude 
to  an  expanding  debate. 
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OUR  PREFERRED  REFORM 


Given  both  the  discussion  of  public  pension  reform  in  the  paper  thus  far 
and  the  state  of  current  policy  debate,  perhaps  a  reasonable  question  for 
a  reader  is  to  ask  what  our  preferred  directions  for  reform  are.  While 
such  a  list  is  inevitably  subjective,  we  feel  the  public  debate  is  best 
served  by  clear  and  unequivocal  statements  of  preferred  options  based  on 
a  balance  of  judgement. 

Our  perspective  on  this  whole  area  and  set  of  issues  is  based  on  the 
following  views: 

Current  benefits  under  public  pensions  are  on  average  adequate, 
although  areas  of  relatively  poor  treatment  exist,  especially  with  single¬ 
female  surviving  spouses. 

Because  of  the  way  OAS,  GIS,  the  CPP,  and  provincial  programs 
interact,  our  present  pension  system  is  close  to  being  a  universal  flat-rate 
payment  system  of  around  $13,500  per  couple  and  $8,500  per  single  person, 
irrespective  of  private  pension  income,  investment  income,  or  whether  CPP 
benefits  are  received. 

The  financing  problems  facing  public  pensions  could  well  be  more 
severe  than  has  been  appreciated  thus  far  because,  in  addition  to  funding 
the  CPP,  and  in  the  face  of  an  aging  population,  we  also  have  to  fund 
OAS  and  GIS  and  larger  health  costs,  all  of  which  are  much  bigger  pro¬ 
grams  than  the  CPP. 

Given  our  aging  population  and  the  inadequate  funding  of  public 
pensions,  an  intergenerational  equity  judgement  is  inescapable  whatever 
path  is  followed  in  public  pension  reform.  We  must  either  raise  taxes  and 
contributions,  cut  benefits,  or  decide  on  a  combination  of  the  two. 

The  Green  Paper  concerns  itself  with  small-scale  changes  in  the  CPP 
only,  and  proposes  changes  which  will  have  little  impact  on  total  income 
support  for  different  groups  within  the  elderly. 

Resource  allocation  impacts  of  changes  in  public  pensions  are  un¬ 
certain,  but  may  well  be  significant. 

This  being  so,  our  preferred  directions  for  reform  are  the  following: 

1.  Restructure  rather  than  expand  benefits.  Current  benefit  levels  on 
average  are  fairly  adequate,  but  problems  arise  in  specific  areas.  Thus, 
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we  propose  to  redirect  rather  than  expand  benefits.  Specifically: 


(a)  we  favour  moving  away  from  a  universal  OAS  to  an  income-tested 
basis,  with  no  OAS  received  where  combined  household  income  exceeds 
$20,000.  This  move  alone  could  serve  to  finance  increased  benefits  of  the 
type  proposed  in  the  Green  Paper,  as  well  as  increases  in  GIS  for  unat¬ 
tached  individuals; 

(b)  As  many  elderly  single  females  are  survivors,  and  seem  to  be  the 
group  in  relative  poverty,  we  favour  raising  survivor  benefits  in  the  CPP 
(as  proposed  in  the  Green  Paper).  To  aid  those  elderly  single  females 
who  are  not  eligible  for  the  CPP,  we  also  call  for  a  new  system  of  higher 
single  benefits  in  OAS-GIS  (leaving  existing  benefits  for  couples 
unchanged) ; 

(c)  Increased  benefits  for  the  disabled  as  proposed  in  the  Green 
Paper  seem  to  be  merited; 

(d)  The  Spouse's  Allowance  is  a  relative  anomaly,  and  could  be  signi¬ 
ficantly  reduced,  perhaps  through  qualification  at  age  63  rather  than  at 
age  60; 

(e)  Consider  increasing  the  retirement  age,  perhaps  to  66  in  2000  and 
67  in  2020,  also  in  order  td*  finance  higher  GIS  benefits  to  unattached 
individuals. 

2.  Redesign  and  simplify  our  current  system.  Our  current  system  of 
three  major  federal  programs  plus  additional  provincial  programs,  whose 
net  benefit  impact  is  close  to  a  flat-rate  income-support  system,  irrespec¬ 
tive  of  other  income,  is  confusing  and  unnecessarily  complex.  Specifically: 

(a)  If  we  want  to  maintain  a  flat-rate  system  we  could  do  that 
through  a  single  program.  If  financed  through  general  revenue,  we  could 
eliminate  the  regressive  payroll  tax  (CPP  contributions)  as  a  financing 
vehicle  ; 

(b)  If  we  want  an  income-tested  program  based  on  a  social  safety-net 
approach,  we  can  also  do  this  through  a  single  program; 

(c)  Expand  the  range  of  options  for  public  discussion  significantly 
beyond  those  outlined  in  the  Green  Paper. 

3.  Consider  acting  now  on  the  funding  crisis.  This  could  well  be  more 
severe  than  is  widely  acknowledged.  If  this  turns  out  to  be  the  case,  the 
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earlier  we  take  action  on  this  the  better.  Specifically: 


(a)  Investigate  the  desirability  of  moves  to  fund  more  fully  both  the 
CPP  and  OAS-GIS.  This  would  involve  increasing  CPP  contribution  rates 
and  running  a  surplus  now,  rather  than  waiting  until  benefits  increase. 
Alert  the  government  now  on  their  potential  fiscal  needs  for  OAS,  GIS, 
and  higher  health  costs  in  future  years. 

(b)  We  should  not  assume  that  we  either  must  or  can  maintain  current 
benefits.  The  losers  -  our  children  -  in  any  case  will  not  likely  accept 
higher  taxes  for  the  same  retirement  benefits  that  we  are  to  receive. 
Starting  a  balance  between  benefits  and  contributions-taxes  could  use  more 
careful  consideration  than  what  hitherto  has  been  the  case. 

Conclusion 


A  much  wider  range  of  options  exists  for  Canadians  in  approaching  public 
pension  reform  than  are  laid  out  in  the  Green  Paper.  These  range  all  the 
way  from  eliminating  universality  in  OAS  as  a  method  of  financing  in¬ 
creased  benefits  to  single  survivors  and  other  groups,  to  a  more  radical 
restructuring  of  the  current  package  of  benefits.  There  is  also  a  clear 
need  to  explore  options  for  at  least  partially  removing  some  of  the  pres¬ 
sures  associated  with  the  financing  problems  in  public  pensions,  even 
though  there  are  uncertainties  as  to  how  severe  these  problems  will  be. 
Furthermore,  fundamental  judgement  calls  involving  intergenerational  equity 
are  inescapable  in  settling  upon  an  appropriate  reform  strategy  for  public 
pensions . 

The  Green  Paper  has  been  portrayed  as  providing  a  basis  for 
Canadians  to  secure  adequate  retirement  incomes  in  the  years  ahead  and 
fair  pensions  for  all.  But  in  our  opinion,  the  'big'  issues  in  public  pen¬ 
sion  reform  are  not  fully  dealt  with  in  the  Green  Paper.  Rather  than 
settling  the  issue,  we  therefore  see  the  Green  Paper  as  almost  inevitably 
contributing  to  a  lengthy  and  ongoing  debate  on  public  pensions  in 
Canada. 

NOTES 

1  The  Haley  report  (1980,  5,  90)  suggests  the  demographic  effect  on  the 

contribution  rate  is  potentially  quite  small.  However,  their  popula- 
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tion  projections  are  more  optimistic  than  those  made  by  Statistics 
Canada  or  Denton,  Feaver,  and  Spencer  (discussed  later). 

2  Indeed,  because  provincial  income  supplement  programs  work  in  the  same 
way,  there  are  some  people  who  are  not  much  better  off  receiving  CPP 
benefits  because  of  the  further  loss  of  income  supplements  incurred. 

3  These  programs  apply  for  all  over  the  age  of  65  plus  those  on  welfare. 

4  The  Green  Paper  does,  however,  acknowledge  single  pensioners'  income 
is  too  low  and  states  their  situation  will  improve  'as  soon  as  re¬ 
sources  permit.' 

5  Asimakopulos  (1983)  contends  that  statements  made  in  the  Green  Paper 
about  the  financing  of  the  CPP  are  'misleading'.  He  points  out  that 
once  benefit  payments  exceed  contributions  and  the  provinces  have  to 
begin  paying  interest,  the  increase  in  provincial  taxes  to  cover  these 
interest  payments  is  essentially  the  same  as  an  increase  in  the  3.6 
per  cent  contribution  rate. 

6  Applies  to  credits  earned  during  years  of  marriage. 

7  Partial  OAS  is  payable  after  a  minimum  10  years  of  residence  in  Canada 
after  age  18. 

8  It  is  proposed  that  a  'grandmother  clause'  be  implemented  for  those 
aged  35  and  over.  The  old  rules  would  be  applied  whenever  they  are 
advantageous  to  them. 

9  It  has  recently  been  reported  that  plans  are  being  made  to  increase 
benefits  to  single  pensioners  by  $35  a  month  and  that  incomes  of  all 
pensioners  will  be  above  the  poverty  line  by  next  year.  (Toronto 
Star,  July  10,  1983,  A5). 

10  Refer  to  Statistics  Canada  catalogue  13-207  for  concepts  and  defini¬ 
tions  . 
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An  Economic  Analysis  of  the  Green 
Paper  Proposals  for  the  Reform  of 
Employer-Sponsored  Plans 

James  E.  Pesando 


INTRODUCTION:  THE  ECONOMIC  VIEW  OF  PENSIONS 

Those  concerned  with  pension  reform  tend  to  take  as  given  and  unques¬ 
tioned  the  need  to  improve  through  public  initiative  the  delivery  of  retire¬ 
ment  incomes  by  occupational  pension  plans.  Economic  analysis  draws 
attention  to  the  fact  that  voluntary  pension  arrangements  entered  into  by 
rational,  well-informed  workers  must  be  efficient,  at  least  in  the  absence 
of  externalities.  The  disparity  between  these  viewpoints  merits  elabora¬ 
tion,  and  this  discussion  is  a  necessary  prelude  to  any  assessment  of 
proposed  policy  initiatives. 

Why  do  firms  provide  defined-benefit  plans? 

Most  members  of  private  pension  plans  belong  to  defined-benefit  plans1, 
and  it  is  to  the  perceived  limitations  of  these  plans  that  most  of  the  reform 
proposals  are  directed  in  the  federal  government's  Green  Paper,  Better 
Pensions  for  Canadians.  As  a  point  of  departure,  it  is  useful  to  consider 
why  these  plans  have  come  into  existence. 

Economic  analysis  focuses  on  two  major  (and  not  necessarily  exclu¬ 
sive)  reasons  why  firms  provide  defined-benefit  plans  for  their  employees. 
The  first  is  that  pensions  represent  a  tax-favoured  vehicle  for  saving.  If 
the  employee  faces  a  constant  marginal  tax  rate  over  his  lifetime,  the  tax 
concessions  afforded  to  registered  pension  plans  in  both  Canada  and  the 
United  States  enable  him  to  earn  the  pre-tax  rate  of  return  on  saving.  If 
his  marginal  tax  bracket  is  likely  to  be  lower  when  he  retires  than  in  his 
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active  work  years,  an  income-averaging  effect  reinforces  the  incentive  to 
save  for  retirement  through  the  vehicle  of  a  registered  pension  plan. 
Firms  may  offer  pension  plans  because  of  economies  of  scale  in  administra¬ 
tive,  portfolio  management,  and  other  costs.  In  addition,  firms  may  be 
able  to  exploit  the  preferred  tax  status  of  registered  pension  plans  to  the 
benefit  of  their  shareholders  (Bulow  1979,  Black  1980),  although  this  need 
not  always  be  the  case  (Tepper  1981). 

The  second  reason  why  firms  may  provide  defined-benefit  plans  is 
that  these  plans  may  play  a  central  role  in  incentive-oriented,  long-term 
labour  contracts.  Through  their  delayed-vesting  provisions,  pension  plans 
may  reduce  employee  turnover  and  thus  turnover  costs  (Salop  and  Salop 
1976,  Blinder  1982).  As  emphasized  by  Becker  (1964),  delayed-vesting 
provisions  may  facilitate  investment  by  the  firm  in  the  firm-specific  human 
capital  of  its  workers.  Lazear  (1979,  1982)  links  both  early  retirement  and 
mandatory  retirement  provisions  to  lifetime  labour  contracts  in  which  old 
workers  receive  total  compensation  that  exceeds  the  value  of  their  marginal 
product  (and  conversely  for  young  workers)  in  order  to  increase  producti¬ 
vity  and  to  discourage  shirking.  Although  not  emphasized  by  Lazear,  the 
rapid  accrual  of  pension  benefits  in  a  defined-benefit  plan  as  a  worker 
ages  may  be  an  effective  way  of  accomplishing  this  restructuring  of  the 
payments  stream.2 

Access  to  the  tax  shelter  accorded  private  pensions  is  a  topical  issue, 
which  the  Green  Paper  indicates  will  be  the  subject  of  a  follow-up  discus¬ 
sion  paper.  The  role  of  pensions  in  optimal,  incentive-oriented  compensa¬ 
tion  arrangements  offers  a  particularly  important  perspective  on  the  pen¬ 
sion  reform  debate.  First,  it  helps  explain  why  pension  arrangements 
have  evolved  in  the  way  they  have.  To  the  extent  that  labour  turnover 
imposes  costs  on  the  firm,  is  it  surprising  that  firms  have  not  solved  the 
problem  of  portability  and  thus  removed  a  potential  deterrent  to  voluntary 
quits?  Second,  it  draws  attention  to  the  possible  inefficiencies  -  and 
subsequent  market  responses  -  to  policy  initiatives  designed  to  impose 
constraints  on  the  form  of  private  pension  arrangements.  Consider,  for 
example,  the  proposal  that  vesting  (the  time  at  which  an  employee  becomes 
legally  entitled  to  a  benefit  under  the  terms  of  the  plan)  occur  more  rapid¬ 
ly,  perhaps  after  two  years  of  service.  The  proposal  is  motivated  by  the 
fact  that,  at  present,  the  mobile  employee  may  forfeit  his  'deferred  wages' 
if  he  fails  to  meet  the  age  and/or  service  requirement  of  existing  vesting 
rules.  If  delayed  vesting  is  outlawed,  however,  firms  would  be  forced  to 
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adopt  alternative  devices  to  reduce  labour  turnover  and  to  retain  skilled 
workers.  Steeper  wage  grids  with  respect  to  years  of  service,  for 
example,  could  serve  this  purpose  and  thus  impose  analogous  costs  on  the 
mobile  worker.  Further,  deferred  vesting  may  be  an  efficient  means  by 
which  the  employer  assumes  the  initial  cost  of  upgrading  the  general  (or 
transferable)  skills  of  the  worker.  In  its  absence,  the  worker  may  be 
forced  to  assume  these  costs  in  the  form  of  lower  starting  wages,  and  the 
net  result  might  be  a  reduction  in  investment  in  human  capital.  To  the 
extent  that  altered  wage  grids  and  the  move  toward  earlier  vesting  are  a 
'wash'  with  regard  to  their  net  incentive  effects,  the  argument  that  the 
global  efficiency  of  the  allocation  of  labour  resources  might  be  enhanced  by 
the  proposed  initiative  is  also  pre-empted. 

The  incidence  of  pension  costs  or  who  will  pay  for  pension  reform 

Economic  analysis  also  indicates  that  it  is  the  worker  who  ultimately  bears 
the  cost  of  improved  pension  benefits  (unless  legislated  improvements  are 
retroactive)  via  reduced  current  wages  or  other  concessions  in  the  total 
compensation  package.  The  view  that  pension  benefits  are  deferred 
wages,  and  thus  part  of  a  total  compensation  package,  is  now  generally 
accepted  by  employee-benefit  experts  as  well  as  the  economics  profession. 
If  a  firm  voluntarily  enriches  a  pension-benefit  formula,  one  may  infer  that 
(net  of  any  productivity-enhancing  incentive  effects)  the  firm  has  received 
an  equal  concession  in  current  wages  or  elsewhere  in  the  compensation 
package.  If  such  enrichments  are  imposed  by  legislation  (and  apply  only 
to  future  service),  it  is  possible  that  firms  may  bear  a  portion  of  the  cost 
in  the  short  run.  The  ultimate  incidence  of  the  cost  of  the  enriched 
benefits  will  ultimately  be  borne  by  workers.3  If  this  were  not  the  case, 
firms  would  simply  terminate  their  pension  plans.  If  enrichments  are 
imposed  by  legislation  and  apply  to  past  service,  then  the  costs  will  be 
borne  by  the  shareholders  of  the  firm.  If  a  benefit  is  due  the  worker 
regardless  of  whether  he  remains  with  the  firm,  which  would  be  the  case 
with  retroactive  enrichments  imposed  by  legislation,  then  the  firm  will  be 
able  to  extract  no  wage  concessions  in  return  for  the  enrichment.  If  the 
firm  sought  to  do  so,  the  worker  would  have  an  incentive  to  quit  and  find 
employment  at  a  different  firm  which  would  pay  him  total  compensation 
equal  to  the  current  value  of  his  labour  services. 

Many  business  spokesmen  oppose  reform  of  the  private  pension  system 
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because  of  its  cost.  At  first  blush,  this  concern  appears  to  be  misplaced 
if  one  recognizes  the  wage  offsets  that  are  likely  to  accompany  any  volun¬ 
tary  benefit  enrichment.  However,  legislated  enrichments,  even  if  they 
apply  only  to  future  service,  may  impose  some  short-run  costs  on  the 
firm,  and  they  also  may  contain  retroactive  features.  These  facts  suggest 
that  shareholders  may  well  bear  a  portion  of  the  cost  of  pension  reform. 
Retroactive  enrichments  in  particular  are  likely  to  represent  windfall  gains 
to  workers  at  the  expense  of  shareholders  of  the  firm.  As  such,  they  are 
also  likely  to  represent  bad  public  policy. 

The  rationale  for  the  proposed  pension  reforms 

The  preceding  discussion  focuses  attention  on  the  rationale  for  proposed 
reform  of  the  private  pension  system.  The  case  for  reform  would  appear 
to  rest  often  implicitly  on  one  or  more  of  the  arguments  listed  below: 

Workers  misperceive  the  value  of  their  accruing  pension  benefits  and 
make  sub-optimal  decisions  as  a  result 

There  are  market  failures  (perhaps  emanating  from  the  moral-hazard 
problem  associated  with  the  existence  of  income-tested  public  pension 
programs)  which  encourage  rational  workers  not  to  participate  in  employer- 
sponsored  pension  plans 

Workers'  revealed  preferences  (pertaining  to  coverage,  'locking-in', 
high  nominal  pension  benefits)  are  overridden  by  paternalistic  concern  for 
their  retirement  incomes  per  se. 

Many  reform  advocates  will  argue,  often  with  good  anecdotal  evidence, 
that  most  workers  do  not  know  how  to  value  their  accruing  pension  bene¬ 
fits.  They  are  also  unhappy  with  the  'as  if'  assumption  of  mainstream 
economic  analysis.  A  particular  concern  may  be  the  way  in  which  risks 
are  distributed  in  present  pension  arrangements.  Prior  to  the  date  at 
which  a  worker's  benefits  vest,  the  pension  plan  is  often  likened  to  a 
lottery.  If  pension  benefits  are  nominal,  the  plan  member  bears  inflation 
risk.  Although  neither  of  these  results  is  necessarily  associated  with 
inefficient  risk  bearing,  many  reform  advocates  implicitly  make  this  claim. 
If  worker  misperception  of  the  value  of  accruing  benefits  and/or  the  distri¬ 
bution  of  risks  is  a  major  concern,  it  invites  the  (presumably)  less  ambi¬ 
tious  initiative  of  ensuring,  through  disclosure  requirements,  better  under- 
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standing  of  existing  arrangements. 

The  'failure'  of  the  private  pension  system  is  often  cited  in  the  con¬ 
text  of  the  fact  that  not  all  workers  belong  to  employer-sponsored  plans. 
In  view  of  the  fact  that  the  incidence  of  voluntary  pension  arrangements 
will  be  borne  by  workers,  the  coverage  issue  invites  a  different  perspec¬ 
tive.  Certain  workers,  presumably  those  with  low  lifetime  earnings  and/or 
high  rates  of  time  preference,  prefer  not  to  participate  in  private  pension 
plans.  In  view  of  the  income-tested  public  progams  (GIS  and  the  provin¬ 
cial  top-ups,  with  their  large  tax-back  rates),  together  with  the  high 
income  replacement  by  public  programs  (OAS,  C/QPP)  for  workers  with  low 
lifetime  earnings,  the  reluctance  of  a  significant  fraction  of  the  workforce 
to  participate  in  private  pension  plans  is  not  surprising. 

Pension  reform  advocates  are  concerned  with  the  delivery  of  retire¬ 
ment  incomes  per  se.  To  the  extent  that  proposed  reforms  override  the 
revealed  preferences  of  workers,  the  ultimate  rationale  for  pension  reform 
may  be  outright  paternalism.  If  left  to  their  own  discretion,  workers  may 
make  inappropriate  consumption-saving  decisions  and  thus  allocate  too  little 
of  their  lifetime  earnings  to  provide  for  their  consumption  needs  during 
retirement.  They  may  also  prefer  an  annuity  design  (high-start,  nominal 
rather  than  low-start,  'real')  which  policymakers  feel  is  inappropriate. 
The  desire  of  reform  advocates  to  lock-in  pension  benefits  is  entirely 
consistent  with  a  paternalistic  concern  with  the  potentially  injudicious 
decisions  of  individual  workers.  Many  observers,  including  union  leaders, 
appear  to  share  this  view. 

Although  not  stated  as  such  by  reform  advocates,  it  would  appear 
that  paternalism  is  an  important  -  and  perhaps  dominant  -  rationale  for  a 
policy  initiative.  The  concern  that  workers  (and  firms)  may  not  fully 
understand  the  implications  of  existing  pension  arrangements  undoubtedly 
has  some  merit.  At  least  until  recently,  many  in  the  employee-benefit 
consulting  industry  failed  to  appreciate  the  fact  that  if  annuities  due 
under  the  terms  of  a  plan  are  valued  at  a  nominal  interest  rate  that  in¬ 
cludes  an  inflation  premium,  the  plan  is  being  costed  on  the  implicit  as¬ 
sumption  that  real  benefits  will  be  eroded  at  the  then-anticipated  rate  of 
inflation.  In  addition,  there  may  also  exist  the  political  motive  of  redistri¬ 
buting  wealth  to  a  particular  constituency  (older  workers).  As  noted,  this 
may  occur,  as  a  short-run  phenomenon,  even  if  legislated  enrichments  are 
not  retroactive. 

There  are  repeated  references  in  the  Green  Paper  to  the  importance 
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of  'fair'  pension  arrangements.  Economic  analysis  indicates  that  the  con¬ 
cept  of  fairness  is  inexorably  linked  to  the  prior  compensating  wage  differ¬ 
entials  of  workers  who  differ  in  their  pension  entitlements.  If,  for  ex¬ 
ample,  workers  in  poorly  funded  plans  have  granted  relatively  small  wage 
concessions  in  return  for  pension  benefits  which  are  quite  risky,  then  it  is 
not  appropriate  to  infer  unfairness  from  the  fact  that  some  workers  have 
secure  pension  benefits  and  others  do  not.  This  important  perspective  is 
absent  from  the  Green  Paper's  analysis.  Market-determined  differentials  in 
total  compensation  do,  of  course,  exist.  These  will  not  be  reduced  by 
imposing  greater  homogeneity  in  benefit  formulas.  The  latter  seems  to  be 
the  Green  Paper's  implicit  measure  of  enhanced  fairness,  although  economic 
analysis  suggests  that  it  is  a  concept  of  very  limited  usefulness.  To  the 
extent  that  the  pursuit  of  a  poorly  defined  objective  is  a  major  motivating 
force  behind  pension  reform,  there  exists  the  legitimate  concern  that  a 
portion  of  the  reform  agenda  will  be  misdirected.  As  noted  later  in  this 
report,  this  appears  to  be  the  case.  The  Green  Paper  gives  too  little 
recognition  to  the  fact  that  active  employees  have  recourse  to  formal  or 
informal  bargaining,  and  that  -  at  least  in  certain  instances  -  this  fact  is 
important  in  the  design  of  reform  initiatives. 

Economic  criteria  pertinent  to  the  evaluation  of  the  proposed  reforms 


Reform  advocates  are  concerned  with  the  delivery  of  retirement  incomes 
per  se.  Even  if  they  accept  some  of  the  economic  arguments  concerning 
the  probable  efficiency  of  existing  pension  arrangements,  they  may  well 
invoke  outright  paternalism  as  the  ultimate  rationale  for  public  policy. 
Nonetheless,  economic  analysis  suggests  that  the  following  criteria  be  in¬ 
voked  in  the  assessment  of  any  proposed  reform  initiative: 

The  initiative,  unless  explicitly  so  structured,  should  avoid  imposing 
windfall  gains  and  losses  on  young  workers,  old  workers  and  shareholders. 
In  large  part,  this  criterion  rules  out  retroactive  enrichments 

Where  possible,  the  initiative  should  be  designed  to  have  a  minimal 
impact  on  the  efficiency  of  private  contracts  and  compensation  arrange¬ 
ments 

The  initiative  should  improve  the  delivery  of  retirement  income  per  se 
through  the  occupational  pension  system. 
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THE  GREEN  PAPER  PROPOSALS:  A  QUICK  OVERVIEW 


Before  analysing  the  major  proposals  in  detail,  it  is  instructive  to  review 
the  highlights  in  order  to  see  the  proposed  initiatives  in  their  broader 
perspective. 

Protection  from  inflation 


This  is  the  most  controversial  and  potentially  the  most  expensive  of  the 
reform  initiatives.  Automatic  inflation  protection  is  to  be  provided  through 
the  'excess  interest'  approach.  The  difference  between  the  guide  rate 
(the  average  yield  on  long-term  Canada  bonds  over  the  most  recent  five 
years)  and  the  base  rate  (3^  per  cent  for  future  service,  7  per  cent  for 
past  service)  would  be  the  (minimum)  inflation  adjustment  required  each 
year.  The  annuities,  current  or  deferred,  of  inactive  plan  members  (re¬ 
tired  or  terminated  workers)  would  be  subject  to  excess-interest  esca¬ 
lation,  as  would  the  accruing  benefits  of  still-active  members  of  career- 
average  and  flat-benefit  plans. 

The  major  contentious  issues  relate  to  the  concept  and  definition  of 
what  constitutes  'good'  inflation  protection;  the  choice  of  the  guide  rate; 
the  choice  of  the  base  rate  and  the  potential  retroactivity  in  extending  the 
initiative  to  past  service  credits;  and  the  need  and  desirability  of  extend¬ 
ing  the  initiative  to  still-active  workers,  where  pension  and  other  compon¬ 
ents  of  the  total  compensation  package  remain  subject  to  formal  or  informal 
bargaining. 

The  most  useful  way  to  regard  the  excess-interest  proposal  is  to 
recognize  that  a  particular  annuity  design  is  being  imposed  on  the  annui¬ 
ties  due  under  the  terms  of  defined-benefit  plans.4  This  issue  receives 
considerable  attention  later  in  this  study. 

Earlier  vesting 


The  proposal  is  for  benefits  to  vest  after  two  years  of  employee  service, 
which  is  far  shorter  than  the  widespread  statutory  minimum  of  10  years  of 
service  and  the  attainment  of  age  45.  Because  younger  members  of  contri¬ 
butory  defined-benefit  plans  often  make  contributions  sufficient  to  pur¬ 
chase  the  entire  accrued  pension  to  which  they  become  entitled,  this  initia¬ 
tive  is  given  bite  by  the  requirement  that  the  employer  pay  for  at  least  50 
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per  cent  of  the  vested  benefit.  Vested  benefits  would  be  locked-in,  and 
thus  could  not  be  accessed  by  the  employee  prior  to  his  retirement.  The 
requirement  (only)  that  the  employer  pay  for  at  least  50  per  cent  of  the 
vested  benefit  is  to  be  retroactive. 

Registered  Pension  Accounts  (RPAs) 


These  new  accounts,  which  could  facilitate  the  provision  of  (money-pur- 
chase)  plans  by  small  firms,  would  be  the  equivalent  of  locked-in  Regis¬ 
tered  Retirement  Savings  Plans  (RRSPs),  and  would  play  a  potentially  key 
role  in  enhancing  the  portability  of  private  pensions. 

Improved  portability 


Subject  to  a  downward  adjustment  that  is  required  if  the  plan  is  under¬ 
funded,  the  terminating  employee  with  a  vested  benefit  would  be  provided 
three  options.  He  could  (1)  transfer  the  entire  value  of  the  vested  bene¬ 
fit  to  an  RPA;  (2)  take  the  vested  benefit  in  the  form  of  a  deferred  annu¬ 
ity,  subject  to  excess-interest  escalation  by  his  former  employer;  or  (3) 
transfer  the  accumulated  value  of  his  own  contributions  to  an  RPA,  and 
take  the  remainder  of  the  value  of  his  vested  benefit  in  the  form  of  a 
deferred  annuity  if  the  employer  agrees. 

Better  protection  for  spouses 

In  essence,  pension  credits  accumulated  by  each  marriage  partner  would  be 
eligible  to  be  split  in  the  event  of  marriage  breakdown.  Benefits  emana¬ 
ting  from  an  employer-sponsored  plan,  RRSP,  or  RPA  would  have  to  have 
a  mandatory  surviving-spouse's  benefit  equal  to  at  least  60  per  cent  of  the 
(actuarially  reduced)  initial  benefit. 

Plan-termination  insurance 


The  Green  Paper  suggests  that  plan-termination  insurance  merits  consider¬ 
ation.  A  guarantee  corporation  under  federal  and  provincial  auspices 
might  sell  mandatory  insurance  to  ensure  that  workers  receive  the  full 
value  of  their  accrued  benefits  in  the  event  of  plan  termination  (for 
example,  due  to  the  bankruptcy  of  their  employer).  This  is  a  very  con- 
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troversial  issue,  in  part  due  to  the  difficulty  of  setting  the  equivalent  of 
market-determined  insurance  premiums . 

Mandatory  coverage 

The  question  of  whether  participation  in  an  employer-sponsored  pension 
plan  should  be  mandatory  is  raised  for  discussion,  but  no  recommendation 
is  made. 

The  following  general  remarks  merit  note  at  this  time.  First,  on  many 
issues  the  proposals  appear  to  reflect  an  emerging  consensus  among  those 
advocating  pension  reform.  These  include  the  move  towards  earlier 

vesting,  the  use  of  RPAs  to  promote  portability,  and  the  specific  proposals 
regarding  spousal  benefits.  Second,  the  proposed  reforms  provide  an 
enlarged  role  for  money-purchase  plans  in  the  private  pension  system. 
RPAs  are,  of  course,  money-purchase  plans,  and  the  excess-interest 
proposal  -  to  a  greater  or  lesser  extent  depending  upon  its  ultimate  design 
-  has  money-purchase  characteristics.  This  fact  resurrects  the  general 
question  of  the  virtues  of  money-purchase  versus  defined-benefit  plans, 
especially  in  light  of  the  extent  to  which  plan  members  bear  investment 
risk.  Finally,  the  centrepiece  of  the  proposed  reforms  is  the  use  of  the 
excess-interest  approach  to  provide  inflation  protection  to  retired  plan 
members  and  to  enhance  the  effective  portability  of  vested  pension  bene¬ 
fits.  The  analysis  in  this  report  will  suggest  that  the  current  proposal 
has  serious  limitations,  both  conceptual  and  technical,  which  merit  redress. 

VESTING  AND  THE  'LOCKING-IN'  OF  VESTED  BENEFITS 

The  proposal  that  benefits  vest  after  two  years  of  service,  and  that  vested 
benefits  be  locked  in,  will  improve  the  delivery  of  retirement  incomes  to 
mobile  workers,  which  is  the  exclusive  concern  of  the  reform  advocates. 
Since  firms  will  presumably  respond  by  creating  other  incentives  to  dis¬ 
courage  turnover  (such  as  wage  grids  which  rise  more  steeply  with  years 
of  experience),  there  can  be  no  presumption  that  the  lifetime  earnings  of 
mobile  workers  will  actually  increase.  Indeed,  if  deferred-vesting  rules 
represent  an  efficient  means  of  promoting  investment  by  firms  in  the 
human  capital  of  their  workers,  the  lifetime  earnings  of  mobile  workers 
might  well  decrease. 


146 


In  spite  of  economists'  possible  reservations  regarding  the  abolition  of 
deferred-vesting  rules,  the  emerging  consensus  is  that  a  move  toward 
earlier  vesting  is  inevitable.  There  is,  however,  a  specific  part  of  the 
Green  Paper  proposal  which  is  flawed  by  the  continued  -  and  incorrect 
-  interchange  of  the  worlds  'yield'  and  'return'  in  the  context  of  invest¬ 
ment  performance. 5  The  proposal  is  that  the  proposed  guide  rate,  the 
five-year  moving-average  yield  on  long-term  Canada  bonds,  be  used  to 
determine  the  accumulated  value  of  the  employee's  own  contributions.  If 
long-term  interest  rates  (’yields')  rise,  the  implication  is  that  the  value  of 
the  employee's  accumulated  contribution  has  risen  as  well.  Yet,  to  the 
extent  that  the  actual  fund  holds  medium-  to  long-term  bonds,  it  will  have 
experienced  a  capital  loss.  This  is  an  anomalous  and  presumably  unaccep¬ 
table  result  (which  could  also  provide  pension  funds  with  a  disincentive  to 
hold  long-term  bonds).  The  proposal  could  be  altered  by  changing  the 
guide  rate  or,  perhaps  better  still,  by  linking  the  accumulated  value  of 
the  employee's  own  contributions  to  the  actual  returns  earned  on  the  fund. 

Finally,  the  locking-in  of  vested  benefits,  to  which  many  workers  may 
object,  is  necessary  if  the  delivery  of  retirement  incomes  through  em¬ 
ployer-sponsored  plans  is  to  be  improved.  The  deliberate  overriding  of 
individual  preferences  on  this  account  is  a  form  of  outright  paternalism. 
Interestingly,  many  union  leaders,  for  example,  acknowledge  its  impor¬ 
tance.  In  view  of  the  fact  that  the  objective  of  reform  advocates  is  to 
promote  the  delivery  of  retirement  incomes  per  se,  and  this  is  what  they 
implicitly  use  to  justify  the  outlawing  of  certain  types  of  private  contracts, 
it  would  appear  that  locking-in  is  an  integral  and  inescapable  part  of  any 
legislated  move  towards  earlier  vesting.  The  vesting  and  locking-in  re¬ 
quirements  are  not  to  be  retroactive  (as  classified  in  a  subsequent  supple¬ 
mentary  note).  This  approach  is  preferred  on  the  criterion  that  windfall 
gains  and  losses  should  not  be  an  inadvertent  by-product  of  policy  initia¬ 
tives  . 

RPAs ,  BOTH  AS  MONEY-PURCHASE  PLANS  AND  AS  A  PARTIAL 
SOLUTION  TO  THE  PORTABILITY  PROBLEM 


The  enhanced  role  of  money-purchase  plans  in  the  proposed  reforms, 
including  the  envisioned  role  for  RPAs,  merits  comment.  The  Royal 
Commission  on  the  Status  of  Pensions  in  Ontario  recommended  a  universal, 
mandatory  money-purchase  plan  (PURS)  which  was  attacked  on  two 
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grounds:  (1)  investment  risk  was  transferred  to  plan  members,  who  were 

not  well  suited  to  bearing  this  risk,  and  (2)  the  proposed  reform  would 
take  too  long  to  mature.  Item  (2),  in  essence,  is  a  reference  to  the  fact 
that  PURS  would  not  have  been  introduced  in  such  a  fashion  as  to  provide 
past-service  credits.  In  essence,  there  would  be  no  redistribution  of 
wealth  towards  'old'  workers.  Item  (1)  is  a  more  substantive  issue  and 
perhaps  more  subtle  than  is  often  supposed. 

Economic  analysis,  contrary  to  most  popular  discussion,  does  not 
imply  that  the  investment  risks  borne  by  a  member  of  a  money-purchase 
plan  are  necessarily  greater  than  those  borne  by  a  member  of  a  defined- 
benefit  plan.  The  member  of  the  money-purchase  plan  does  bear  all  of  the 
investment  risk.  He  can,  however,  choose  the  degree  of  risk  in  the 
context  of  the  risk-return  trade-offs  available  in  the  capital  market.  If  he 
is  very  risk-averse,  or  if  he  becomes  more  risk-averse  as  he  nears  retire¬ 
ment  age,  he  could  hold  a  portfolio  that  consists  primarily  of  short-term 
bonds  or  their  equivalent.  Historical  evidence  suggests  that  the  expected 
real  return  on  a  portfolio  of  Treasury  bills  is  about  one  per  cent,  and  the 
annual  real  return  has  a  standard  deviation  of  about  two  per  cent.  If  he 
were  willing  to  forgo  the  higher  expected  real  return  available  on  riskier 
portfolios,  the  plan  member  could  shed  most  of  the  uncertainty  regarding 
the  real  return  on  his  pension  saving.6 

The  extent  to  which  the  member  of  a  defined-benefit  plan  in  effect 
bears  investment  risk  is  more  difficult  to  determine,  primarily  because  of 
the  possibility  of  implicit  risk-sharing  in  the  context  of  implicit  labour 
contracts.  The  following  observations,  however,  are  instructive.  First,  a 
nominal  deferred  annuity  -  which  is  what  the  worker  has  accrued  at  each 
point  in  time  (and  what  he  would  receive  if  he  were  terminated)  -  has  the 
investment  characteristics  of  a  very  long-term  bond.  As  such,  at  each 
point  in  time,  his  accrued  benefit  is  a  very  risky  investment  in  a  world  of 
uncertain  inflation  and  volatile  inflation  expectations.  Second,  one  cannot 
infer  from  the  fact  that  a  firm  holds  a  risky  pension-fund  portfolio  that 
the  worker  is  earning  a  high  expected  real  rate  of  return  on  his  forgone 
wages.  Competitive  models  of  the  labour  market  indicate  that  if  a  firm 
provides,  say,  a  risk-free  nominal  pension  benefit,  yet  holds  risky  assets 
in  the  pension  fund,  the  implied  return  on  the  worker's  forgone  wages  is 
only  the  risk-free  nominal  rate.  Any  additional  expected  returns  flow 
through  to  the  shareholders  of  the  firm  as  the  market-determined  compen¬ 
sation  for  the  firm's  bearing  the  investment  risk.  In  effect,  there  is  no 
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free  lunch  in  the  capital  market. 

The  issue  of  the  interaction  of  the  benefit  formula,  and  the  magnitude 
of  wage  increases  received  by  the  worker,  which  also  bears  on  the  invest¬ 
ment-risk  question,  may  also  be  more  subtle  than  is  usually  thought. 
Consider  first  a  career-average  plan  (i.e.,  a  plan  in  which  the  member 
earns  each  year  a  pension  benefit  equal  to  a  designed  fraction  of  that 
year's  income)  which  has  no  post-retirement  indexing.  Accrued  benefits 
are  thus  purely  nominal  and  have  the  investment  characteristics  of  a 
long-term  bond.  If  an  unanticipated,  transitory  increase  in  the  rate  of 
inflation  takes  place,  there  is  a  once-only  decline  in  the  real  value  of  the 
accrued  benefit.  If  an  unanticipated,  permanent  increase  in  the  rate  of 
inflation  takes  place,  there  is  a  continuing  decline  in  the  real  value  of  the 
accrued  benefit.  The  present  value  of  this  decline  is  equal  to  the  change 
in  the  market  price  of  a  long-term  bond  in  response  to  an  unanticipated, 
permanent  change  in  the  rate  of  inflation.  Since  inflation  and  investment 
risk  are  (virtually)  synonymous  for  fixed-income  securities,  the  substantial 
investment  risk  borne  by  the  member  of  this  career-average  plan  is  readily 
apparent.  If  a  member  of  a  money-purchase  plan  were  to  invest,  say,  in 
Treasury  bills,  he  clearly  would  be  exposed  to  less  inflation-investment 
risk. 

What  is  perhaps  not  so  apparent,  however,  is  that  a  similar  result 
may  obtain  even  if  the  plan  member  is  in  a  final-earnings  plan  (i.e.,  a 
plan  in  which  the  benefit  is  based  on  years  of  service  and  earnings  during 
the  final  years  of  employment)  with  full  post-retirement  indexing.  There 
are  two  key  points.  First,  until  the  plan  member  reaches  retirement  age, 
his  accrued  benefits  are  purely  nominal  as  in  the  case  above.  Second,  in 
the  final-earnings  plan,  an  increase  in  the  current  wage  raises  the  value 
of  all  previously  accrued  pension  benefits .  This  does  not  occur  in  the 
career-average  plan.  Indeed,  this  feature  is  cited  by  most  commentators 
as  evidence  that  the  member  of  a  final-earnings  plan  has  pension  benefits 
which  are  effectively  indexed  during  the  pre-retirement  period.  The 
observation,  based  on  the  tendency  for  wages  in  the  aggregate  to  rise  in 
tendem  with  inflation,  is  potentially  misleading. 

The  obvious  point  is  that  an  increase  in  the  nominal  wage  rate  in  the 
current  period  will  raise  the  value  of  accrued  benefits  in  a  final-earnings 
plan  and  thus  serve  -  at  least  in  part  -  to  restore  any  decline  in  their 
real  value  that  occurred  as  a  result  of  inflation  in  the  previous  period. 
The  perhaps  less  obvious  point  is  that  the  worker  may  'pay'  for  this  re- 
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storation  by  accepting  a  lower  increase  in  his  current  wage  than  would  be 
the  case  in  the  career-average  plan.  This  result  occurs  as  the  enrichment 
of  past  service  credits  which  accompany  the  wage  increase  is  factored  into 
the  competitive  wage  settlement.  If  inflation  were  unanticipated,  its  impact 
on  the  real  value  of  accrued  benefits  would  mirror  its  impact  on  the  real 
value  of  a  long-term  bond,  as  previously  discussed  in  the  context  of  the 
career-average  plan.7 

Although  economists  debate  the  extent  to  which  the  existence  of 
implicit  contracts  between  workers  and  firms  might  qualify  the  above 
analysis,  there  is  at  least  one  fact  that  offers  considerable  support  for  its 
basic  insight.  That  is  the  paradox  that  firms  in  the  private  sector  are 
willing  to  provide  final-earnings  plans,  which  'index'  benefits  during  the 
pre-retirement  period,  yet  are  unwilling  to  index  benefits  in  the  post¬ 
retirement  period.  This  paradox  is  easily  resolved  in  the  context  of  the 
preceding  analysis  when  it  is  recognized  that  the  firm  can  only  extract 
current  wage  concessions  in  the  pre-retirement  period  for  enrichments  to 
the  value  of  previously  accrued  benefits. 

To  sum  up,  the  question  of  how  much  investment  risk  is  borne  by 
members  of  defined-benefit  plans  is  difficult  to  determine,  due  to  the  pos¬ 
sible  existence  of  implicit  risk-sharing  contracts  between  workers  and 
firms.  In  general,  however,  there  can  be  no  presumption  that  members  of 
money-purchase  plans,  who  can  choose  the  desired  degree  of  risk  in  the 
context  of  risk-return  trade-offs  available  in  the  capital  market,  neces¬ 
sarily  bear  more  risk  than  do  members  of  defined-benefit  plans.  The 
expanded  role  for  money-purchase  plans  should  not  be  viewed  as  unattrac¬ 
tive  on  this  account.  This  point  is  reinforced  by  the  observation  that 
money-purchase  plans  are  fully  funded,  by  definition,  while  defined- 
benefit  plans  may  be  substantially  underfunded. 

IMPROVED  PORTABILITY 

The  proposed  measures  will  improve  portability,  and  thus  enhance  the 
delivery  of  retirement  incomes  through  employer-sponsored  plans.  One 
should  also  note  that  it  is  not  surprising  that  a  system  of  portable  pen¬ 
sions  did  not  evolve  in  the  free  market,  on  the  presumption  that  firms  do 
not  wish  to  promote  turnover.  As  with  the  abolition  of  delayed  vesting, 
firms  are  likely  to  introduce  alternative  incentives  to  discourage  labour 
turnover. 
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SPOUSAL  BENEFITS 


The  credit-splitting  and  surviving-spouse  proposals  are  quite  straight¬ 
forward  and  appear  to  be  attractive.  Neither  is  likely  to  impede  the 
presumed  efficiency  of  existing  pension  arrangements.  Both  may  reduce 
the  likelihood  of  claims  on  the  income-tested  public  programs  (GIS,  provin¬ 
cial  top-ups).  As  such,  they  may  be  justified  in  terms  of  the  potential 
elimination  of  a  moral  hazard  problem  in  lieu  of  (or  in  addition  to)  outright 
paternalism.  To  prevent  windfalls  and  possible  transfers  from  singles  to 
marrieds  the  surviving  spouse's  benefit  should  be  on  an  actuarially  re¬ 
duced  basis  in  defined-benefit  plans,  as  is  proposed. 

PLAN-TERMINATION  INSURANCE 

Plan-termination  insurance  has  been  introduced  (so  far)  only  in  Ontario  as 
a  political  response  to  actual  or  threatened  plant  shutdowns.  Plan-termina¬ 
tion  insurance  presently  exists  in  the  United  States  in  the  form  of  the 
Pension  Benefit  Guarantee  Corporation  (PBGC)  and  is  apparently  under¬ 
going  review  in  the  context  of  the  widely  perceived  need  to  recalibrate  its 
insurance  premiums. 

Economic  analysis  offers  an  important  first  insight  into  the  nature  of 
pension  benefits  in  poorly  funded  plans.  Rational,  well-informed  workers 
will  discount  pension  benefits  which  are  risky  (because  the  plan  is  poorly 
funded)  by  granting  smaller  wage  concessions  than  would  be  the  case  if 
the  promised  pension  benefits  were  risk-free  (if  the  plan  was  fully 
funded).  Unfortunately,  there  is  no  formal  evidence  in  Canada  of  the 
extent  to  which  workers  discount  risky  pension  promises,  although  there 
exists  anecdotal  evidence  that  this  may  be  the  case.  Inman  (1982)  pro¬ 
vides  evidence  that  at  least  some  public  sector  employees  in  the  United 
States  -  whose  benefits  are  not  insured  by  the  PBGC  -  discount  the  value 
of  contractual  benefits  in  poorly  funded  plans  by  granting  smaller  wage 
concessions  than  would  otherwise  be  the  case. 

There  are  two  major  concerns  with  the  possible  introduction  of  plan- 
termination  insurance.  First,  if  workers  have  been  discounting  risky 
pension  benefits  by  making  smaller  wage  concessions,  then  the  retroactive 
insurance  of  accrued  benefits  (backed  by  some  form  of  lien  on  shareholder 
equity  to  protect  the  guarantee  corporation)  will  represent  a  windfall 
transfer  from  shareholders  to  workers  with  past-service  credits.  Such  was 
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the  case  when  Ontario  introduced  its  plan-termination  insurance.  Second, 
there  is  great  difficulty  in  establishing  and  monitoring  the  appropriate 
insurance  premium.  If  the  guarantee  corporation  has  a  lien  on  shareholder 
equity  in  the  event  that  it  is  forced  to  make  payouts,  then  the  insurance 
premium  must  reflect  the  variance  (riskiness)  of  shareholder  equity,  the 
variance  of  the  pension-fund  portfolio,  and  the  covariance  between  the 
two.8  It  is  not  appropriate  in  this  instance  to  establish  premiums  solely 
on  the  basis  of  some  measure  of  the  plan's  unfunded  liabilities,  contrary  to 
Ontario's  intention.  In  general,  there  exists  the  strong  likelihood  that 
insurance  premiums  would  not  be  set  at  market-determined  levels,  thus 
giving  rise  to  implicit  subsidies  and  inviting  strategic  behaviour  of  firms 
against  the  guarantee  corporation.  These  problems  are  now  well  recog¬ 
nized  in  the  United  States.  In  theory,  they  could  be  solved  if  plan-ter¬ 
mination  insurance  were  provided  by  private  firms.  Unfortunately,  be¬ 
cause  of  the  possibility  of  the  nondiversifiability  of  the  relevant  risks  and 
the  difficulty  in  establishing  and  monitoring  insurance  premiums,  it  is 
unlikely  that  private  firms  would  choose  to  enter  this  market. 

In  general  there  appears  to  be  a  strong  case  for  either  improved 
disclosure  or  improved  disclosure  in  conjunction  with  tighter  funding 
requirements  in  lieu  of  plan-termination  insurance.  If  all  workers  have  the 
requisite  information  on  what  the  value  of  their  benefits  would  be  in  the 
event  of  plan  wind-up,  this  would  undoubtedly  be  factored  into  the  total 
compensation  package.  Because  reform  advocates  are  concerned  with  the 
delivery  of  retirement  incomes  per  se,  they  may  prefer  the  tighter  funding 
requirements  as  well.  In  this  context,  it  is  useful  to  note  that  any 
excess-interest  initiative  is  likely,  in  effect,  to  require  sponsors  of  both 
flat-benefit  and  career-average  plans  to  pre-fund  the  retroactive  amend¬ 
ments  which,  especially  in  the  case  of  flat-benefit  plans,  have  led  to 
significant  underfunding.  In  short,  other  parts  of  the  reform  package  - 
after  some  transition  period  -  should  largely  eliminate  the  need  for  retro¬ 
active  amendments  designed  to  offset  the  eroding  impact  of  inflation  on 
nominal  pension  benefits.  These  retroactive  amendments  have  been  the 
most  important  source  of  the  continued  underfunding  of  flat-benefit  plans. 
The  fact  that  the  Green  Paper  proposes  that  the  funded  status  of  the  plan 
be  conveyed  annually  to  each  plan  member  (as  part  of  the  determination  of 
the  termination  value  of  his  benefit),  in  conjunction  with  the  above,  should 
largely  pre-empt  the  case  for  the  more  dramatic  initiative  of  introducing 
plan-termination  insurance. 
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MANDATORY  COVERAGE 


Although  economic  analysis  can  help  identify  and  make  explicit  the  possible 
rationale  for  introducing  (or  expanding)  a  mandatory  public  or  private 
pension  program,9  the  objective  of  the  present  discussion  is  less  ambi¬ 
tious.  As  noted,  the  absence  of  universal  coverage  is  perhaps  best  seen 
as  a  statement  about  workers'  revealed  preferences  rather  than  as  a 
'failure'  of  the  private  pension  system.  Further,  the  introduction  of  a 
mandatory  private  pension  plan  -  inclusive  of  part-time  as  well  as  full-time 
workers  -  is  likely  to  reduce  the  lifetime  resources  available  to  those  with 
low  lifetime  earnings.  This  is  the  key  point  of  the  present  discussion. 

The  incidence  of  employer  contributions  to  a  mandatory  private  pen¬ 
sion  plan  (if  it  is  not  retroactive)  is  likely  to  fall  ultimately  on  the 
employee.  Workers,  including  those  with  low  lifetime  earnings,  will  be 
required  to  allocate  a  larger  fraction  of  their  lifetime  earnings  to  provide 
for  their  retirement  years.  On  the  one  hand,  this  will  gradually  reduce 
the  likelihood  of  future  claims  on  income-tested  programs  such  as  GIS  and 
the  various  provincial  supplements  such  as  the  Guaranteed  Annual  Income 
System  (GAINS).  On  the  other  hand,  by  forcing  persons  with  low  lifetime 
earnings  to  provide  a  larger  share  of  their  own  retirement  incomes,  this 
proposal  may  redistribute  income  away  from  those  with  low  lifetime 
earnings . 

There  are  at  least  two  salient  facts  to  be  noted.  First,  according  to 
information  obtained  by  the  Task  Force  on  Retirement  Income  Policy  from 
income  tax  records,  persons  whose  current  earnings  are  low  are  less  likely 
to  be  members  of  occupational  pension  plans.  To  the  extent  that  current 
earnings  are  positively  correlated  with  lifetime  earnings,  this  fact  suggests 
that  those  with  low  lifetime  earnings  are  less  likely  to  be  covered  by  an 
occupational  pension  plan.  Second,  as  the  figures  illustrate  in  the  Report 
compiled  for  the  Royal  Commission  on  the  Status  of  Pensions  in  Ontario 
(1980), 10  Canadians  with  low  current  incomes  generally  choose  not  to 
contribute  to  RRSPs.  Given  the  low  value  to  them  of  the  tax  subsidy 
associated  with  RRSP  contributions  together  with  the  likelihood  that  they 
would  be  substituting  their  own  savings  for  retirement  for  benefits  avail¬ 
able  from  income-tested  public  programs,11  this  decision  is  probably 
rational.  In  background  notes  to  the  Green  Paper,  data  are  presented  on 
the  fraction  of  C/QPP  contributors  who  either  belonged  to  an  occupational 
pension  plan  or  contributed  to  an  RRSP  in  1979.  Coverage  in  the  private 
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sector  is  lowest  among  those  with  low  incomes,  and  rises  steadily  with 
income.  Coverage  is  also  lowest  for  young  workers,  and  rises  steadily 
with  age.  The  latter  is  consistent  with  the  acknowledged  fact  that  young 
workers  are  relatively  disinterested  in  pension  matters,  and  offers  addi¬ 
tional  support  for  the  proposition  that,  to  a  substantial  extent,  the  ab¬ 
sence  of  coverage  provides  information  about  worker  preferences,  whether 
'myopic'  or  not. 

The  fact  that  persons  with  low  lifetime  earnings  might  inadvertently 
be  made  worse  off  by  a  universal  pension  is  an  important  point  that  should 
be  taken  into  consideration  in  the  discussion  of  the  attractiveness  of 
mandating  universal  coverage  for  private  pension  plans.  There  is  no 
obvious  way,  for  example,  for  the  government  to  subsidize  contributions 
for  those  workers  with  low  lifetime  earnings ,  although  some  companion 
initiative  in  this  direction  would  presumably  be  desirable. 

PROTECTION  FROM  INFLATION 

There  are  six  main  issues,  to  be  discussed  in  turn: 

the  lessons  contained  in  the  recent  academic  literature  on  inflation 
protection ; 

the  particular  annuity  design  (variable  annuity)  imposed  by  the 
excess-interest  initiative; 

an  assessment  of  the  proposed  guide  rate  and  possible  alternatives; 
an  assessment  of  the  proposed  base  rate; 

the  questionable  attractiveness  of  extending  the  excess-interest  pro¬ 
posal  to  still-active  members  of  career-average  and  flat-benefit  plans,  and 
the  proposed  reasons  for  exempting  members  of  final-earnings  plans;  and 
design  issues ,  especially  as  they  pertain  to  the  impact  of  this  propo¬ 
sal  on  the  Canadian  capital  market. 

A  review  of  the  recent  academic  literature  on  inflation  protection 

Pesando  and  Rea  (1977)  pointed  out  that  the  existence  of  index  bonds 
would  enable  life  insurance  companies  or  plan  sponsors  to  hedge  indexed 
annuities.  They  also  demonstrated  that  inflation  risk  was  not  diversifiable 
in  a  portfolio  consisting  of  fixed-income  securities  and  common  stocks. 
More  recently,  Bodie  (1980)  and  others  have  emphasized  the  fact  that  the 
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real  return  on  a  portfolio  comprised  exclusively  of  Treasury  bills  or  very 
short-term  securities  is  fairly  stable.  The  expected  real  return  on  a 
portfolio  of  30-day  Treasury  bills,  based  on  historical  data  for  the  United 
States,  is  about  zero,  with  an  (annual)  standard  deviation  of  about  1.5 
per  cent.  For  Canada,  the  expected  real  return  on  a  portfolio  of  90-day 
Treasury  bills  would  be  about  1  per  cent,  with  an  annual  standard  devia¬ 
tion  of  about  2  per  cent  (Pesando  1982b).  Annuitants  could  'roll  their 
own'  semi-indexed  annuities  by  creating,  in  effect,  variable  annuities 
linked  to  a  portfolio  of  very  short-term  securities  or  Treasury  bills. 
Alternatively,  plan  sponsors  could  provide  fully  indexed  annuities  if  they 
hedged  these  annuities  by  holding  Treasury  bills  and  if  they  were  willing 
to  bear  the  residual  investment  risk.  These  observations  suggest  an 
alternative  perspective  on  the  non-indexation  of  pension  benefits. 
Workers,  either  because  they  are  not  sufficiently  risk-averse  or  because 
they  can  diversify  away  inflation  risk  in  the  context  of  their  total  port¬ 
folios,  may  not  demand  fully  indexed  annuities  at  their  market-determined 
price.  The  market  price  in  Canada  for  semi-indexed  annuities  is  an 
expected  real  return  of  not  more  than  1  per  cent.  For  workers,  this 
would  be  the  expected  real  rate  of  return  on  their  forgone  wages. 
Summers  (1982)  suggests  that  households  may  be  better  suited  to  assuming 
inflation  risk  than  firms,  in  part  because  of  the  non-indexation  of  the 
corporate  tax  system.  If  so,  efficient  risk-bearing  requires  that 
households  -  not  firms  -  bear  the  inflation  risk  associated  with  pension 
arrangements,  which  is  the  present  market  solution. 

The  above  remarks  are  not  meant  to  suggest  that  indexed  annuities 
are  to  be  discouraged,  or  that  initiatives  designed  to  promote  indexation 
are  unattractive.  Rather,  they  once  again  draw  attention  to  the  question 
of  whether  the  absence  of  a  particular  outcome  -  in  this  case,  indexed 
annuities  -  conveys  some  important  information  regarding  individuals' 
tastes  or  preferences.  It  is  well  known  that  those  with  maturing  RRSPs 
almost  universally  opt  for  nominal  equal-payment  annuities.  This  fact 
raises  the  question  of  whether  risk  considerations  are,  in  any  event, 
subordinate  to  the  simple  desire  by  individuals  to  tilt  the  real  value  of 
their  annuity  streams  toward  large  initial  payments.  Individuals  clearly 
have  a  marked  preference  for  high-start,  equal-payment  nominal  annuities 
over  low-start,  escalating  nominal  annuities.  Of  course,  an  indexed  annu¬ 
ity  could  be  designed  so  that  payments  decline  with  certainty  over  the 
lifespan  of  the  annuitant.  This  result  does  appear  somewhat  odd,  has  no 
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counterpart  in  prior  years  when  inflation  was  near-zero,  and  yet  has  a 
counterpart  in  the  (uncertain)  real  stream  of  payments  provided  by  an 
equal-payment  nominal  annuity  in  an  inflationary  climate. 

Note  that  legislating  a  requirement  that  nominal  annuities  be  designed 
to  rise  at  the  anticipated  rate  of  inflation  ('escalating'  annuities)  would 
eliminate  the  tilt  problem,  but  would  not  address  the  indexing  question.  A 
move  towards  indexing  per  se  implies  a  reduction  in  the  degree  of  uncer¬ 
tainty  regarding  the  real  value  of  the  stream  of  annuity  payments.  This 
would  not  be  accomplished  by  'escalating1  annuities. 

The  final  note  from  the  academic  literature  pertains  to  the  potential 
contribution  of  long-term  index  bonds  to  the  indexing  debate.  Because  a 
long-term  index  bond  subjects  the  holder  to  real  interest-rate  risk  which 
may  be  non-diversifiable ,  an  n-period  index  bond  could  well  be  priced  by 
the  capital  market  to  provide  an  equilibrium  return  in  excess  of  that  on  an 
indexed  Treasury  bill  (Pesando  1982b).  As  a  consequence,  the  equilibrium 
return  on  an  n-period  index  bond  could  well  exceed  the  expected  real 
return  on  a  nominal  Treasury  bill,  even  if  the  index  bond  traded  without 
restriction.  Since  an  n-period  index  bond  (or,  more  precisely,  an 
n-period  index  mortgage)  could  perfectly  hedge  an  n-period  index  annuity, 
plan  members  might  well  see  a  reduction  in  the  cost  of  indexed  pensions 
even  if  the  index  bonds  were  to  trade  without  restriction.  In  short, 
annuitants  can  efficiently  bear  real  interest-rate  risk,  which  implies  that 
the  cost  of  a  fully  indexed  annuity  linked  to  long-term  index  bonds  may 
well  be  less  than  the  cost  of  a  'semi-indexed'  annuity  linked  to  the  nominal 
return  on  a  portfolio  of  Treasury  bills. 

To  sum  up,  the  absence  of  indexed  annuities  -  or  their  surrogates, 
variable  annuities  tied  to  portfolios  of  very  short-term  securities  -  may 
provide  information  regarding  the  risk-return  preferences  of  plan  mem¬ 
bers.  The  introduction  of  long-term  index  bonds  by  the  federal  govern¬ 
ment  would  probably  reduce  the  cost  of  fully  indexed  annuities  relative  to 
the  'semi-indexed'  annuities  possible  under  present  capital-market  oppor¬ 
tunities.  If  so,  many  plan  members  might  then  opt  for  indexed  annuities. 
Leaving  risk  characteristics  aside,  there  remains  the  possibility  of  man¬ 
dating  'escalating'  annuities  to  eliminate  (in  an  expected  sense)  the  tilt 
problem.  Since  individuals  do  not  opt  for  'escalating'  annuities  which  are 
presently  available,  this  initiative  would  represent  a  conscious  decision  to 
override  individuals'  preferences  on  this  account. 
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The  particular  annuity  design  imposed  by  the  excess-interest  initiative 


If  there  is  no  floor  (condition  1)  and  no  ceiling  (condition  2)  on  the  resul¬ 
ting  payments,  then  an  excess-interest  proposal  is,  in  effect,  a  proposal 
to  provide  plan  members  with  a  standard  variable  annuity.  In  a  standard 
variable  annuity,  an  assumed  interest  or  valuation  rate  in  conjunction  with 
the  start-up  capital  is  used  to  set  a  base  annuity  payment.  Subsequent 

annuity  payments  then  rise  or  fall  as  the  return  on  the  underlying  assets 

exceeds  or  falls  short  of  the  assumed  interest  rate.12  If  the  valuation 

rate  is  equal  to  the  base  rate  in  the  excess-earnings  scheme,  and  if  condi¬ 
tions  1  and  2  are  satisfied,  then  providing  plan  members  with  inflation 
protection  through  excess  earnings  is  equivalent  to  providing  them  with  a 
standard  variable  annuity.  If  so,  one  can  analyse  the  excess-earnings 
proposal  by  drawing  upon  results  already  established  for  variable 

annuities . 

There  are  two  key  results  concerning  the  design  of  a  variable  annu¬ 
ity.  The  first  pertains  to  the  choice  of  the  assumed  interest  rate,  and  the 
second  pertains  to  the  risk-return  characteristics  of  the  underlying  port¬ 
folio. 


If  the  expected  real  return  on  the  portfolio  equals  the  assumed  inter¬ 
est  rate,  then  there  is  no  tilt  to  the  expected  stream  of  real  annuity 
payments.  If  the  expected  return  is  less,  then  the  stream  of  real  annuity 
payments  is  expected  to  decline  over  time;  and  conversely, 

the  risk-return  characteristics  of  the  stream  of  real  annuity  payments 
will  mirror  the  risk-return  characteristics  of  the  underlying  portfolio.  If 
the  real  payments  stream  is  to  be  relatively  certain  (regardless  of  its  tilt), 
then  the  real  return  on  the  underlying  portfolio  must  be  relatively  certain. 

To  provide  an  empirical  perspective  on  these  two  properties  of  vari¬ 
able  annuities,  a  condensed  version  of  Table  2  from  Bodie-Pesando  (1982) 
is  reproduced  here  as  Table  1.  The  base  annuity  payment  and  distri¬ 
bution  of  real  payments  in  years  5,  10  and  15  are  shown  for  variable 
annuities  tied  to  alternative  portfolios,  including  bills  and  common  stocks. 
In  each  case,  there  is  no  tilt  in  the  real  stream  of  annuity  payments  since 
the  assumed  interest  rate  is  set  equal  to  the  expected  real  return  on  the 
underlying  portfolio.  For  the  initial  capital  sum  of  $100,000,  the  median 
real  payment  for  the  bills  portfolio  remains  constant  at  $6,667,  and  these 
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TABLE  1 

Variable  annuities  with  alternative  asset  bases:  theoretical  distributions 


Bills 

Portfolio 

Bonds 

Stocks 

Expected  real  return  (%) 

0 

2.956 

7.232 

Standard  deviation  (%) 

1.52 

7.64 

18.61 

Annuity  valuation  rate  (%) 

0 

3 

7.5 

Base  annuity  payment  (%) 

6,667 

8,377 

11,329 

Annuity  payment  in  year  5  ($) 

Median 

6,667 

8,377 

11,329 

Mean 

6,670 

8,500 

12,354 

Standard  deviation 

227 

1,463 

5,372 

Annuity  payment  in  year  10  ($) 

Median 

6,667 

8,377 

11,329 

Mean 

6,667 

8,625 

13,471 

Standard  deviation 

321 

2,115 

8 , 666 

Annuity  payment  in  year  15  ($) 

Median 

6,667 

8,377 

11,329 

Mean 

6,678 

8,752 

14,689 

Standard  deviation 

393 

2,647 

12,974 

a  Mean  of  the  logarithm  of  the  real  annual  wealth  relative.  Valuation 
rate  is  the  equivalent  annual  rate. 

b  Initial  capital  is  $100,000,  annual  payments  are  made  with  certainty  for 
15  years,  payments  are  in  constant  dollars. 

SOURCE:  Bodie  -  Pesando  (1982) 

payments  are  relatively  certain.  The  median  real  payment  for  the  stock 
portfolio  remains  constant  at  the  much  higher  level  of  $11,329,  but  these 
payments  are  quite  uncertain.  These  results  mirror  the  fact  that  the 
expected  real  return  on  the  bills  portfolio  is  small  (zero),  yet  is  relatively 
certain.  The  expected  real  return  on  the  stock  portfolio  (an  annual  equi¬ 
valent  of  7.5  per  cent)  is  much  higher,  but  is  quite  uncertain  (i.e., 
risky) . 

Consider  now  the  excess-interest  proposal  sketched  in  the  Green 
Paper.  The  guide  rate  corresponds  to  the  actual  return  on  the  underlying 
portfolio  in  a  standard  variable  annuity.  The  base  rate  of  3.5  per  cent 
(for  future  service)  corresponds  to  the  assumed  interest  rate.  If  the 

guide  rate  were  the  annual  return  on  a  portfolio  of  long-term  Canada 

u 

bonds,  then  the  results  in  Table  1  would  bear  directly  on  this  initiative. 
Assuming  that  the  expected  real  return  on  this  portfolio  is  3.5  per  cent, 
then  the  stream  of  annuity  payments  would  be  expected  to  remain  constant 
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in  real  terms.  The  real  stream  of  annuity  payments  would  be  quite  uncer¬ 
tain,  however,  as  evidenced  by  the  results  for  the  bond  portfolio  in 
Table  1. 

An  assessment  of  the  proposed  guide  rate  and  possible  alternatives 

If  the  guide  rate  were  the  annual  return  on  a  portfolio  of  long-term 
Canada  bonds,  then  its  analysis  would  be  straightforward,  as  discussed 
previously.  The  fact  that  the  guide  rate  is  the  five-year,  moving-average 
yield  (interest  rate)  on  this  portfolio  provides  complications.  If  the  inter¬ 
est  rate  on  long-term  Canada  bonds  is  stationary,  then  the  assumption  that 
the  average  real  return  on  these  bonds  is  3.5  per  cent  implies  that  the 
average  real  interest  rate  will  be  3.5  per  cent  as  well.13  If  stationarity  is 
assumed,  then  the  tilt  of  the  real  stream  of  annuity  payments  will  be  the 
same  regardless  of  whether  the  yield  or  the  return  on  long-term  bonds  is 
used  as  the  guide  rate.  The  risk  characteristics  of  the  real  annuity 
payments  will  be  different,  as  a  consequence  of  both  the  use  of  the  yield 
rather  than  the  return  on  the  portfolio  and  the  averaging  in  the  proposed 
guide  rate. 

There  are  two  criteria  which  one  can  argue  the  'guide  rate  should 
satisfy : 

1  Excess  earnings  generated  should  track  closely  the  inflation-rate 
guide  so  that  the  real  value  of  the  pensions  protected  is  fairly  predictable 
from  one  year  to  the  next. 

2  The  plan  sponsor  should  have  the  option,  whether  exercised  or  not, 
to  immunize  from  investment  risk  the  pension-fund  reserve  that  is  subject 
to  excess-interest  escalation. 

By  the  first  criterion,  the  proposed  guide  rate  is  likely  to  prove 
unsatisfactory.  The  proposed  guide  rate  will  not  provide  good  inflation 
protection,  since  the  moving-average  yield  on  long-term  Canada  bonds  does 
not  track  the  contemporaneous  inflation  rate  very  well.  There  will  be 
substantial  uncertainty  regarding  the  real  value  of  the  annuity  payments. 
The  excess-interest  payouts  will,  however,  track  the  inflation  rate  far 
more  closely  than  they  would  if  the  guide  rate  were  the  return  (or  five- 
year,  moving-average  return)  on  a  portfolio  of  long-term  Canada  bonds. 
No  one  would  seriously  entertain  using  the  latter  guide  rate,  due  to  the 
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volatility  of  the  returns  on  long-term  bonds.  Yet  that  is  the  only  guide 
rate  which  would  allow  plan  sponsors  to  immunize  themselves  from  invest¬ 
ment  risk  by  holding  the  shadow  portfolio  of  long-term  Canada  bonds. 

By  the  second  criterion,  the  proposed  guide  rate  is  also  unattractive. 
A  plan  sponsor  could  not  shed  investment  risk  by  holding  long-term 
Canada  bonds  in  the  pension-fund  reserve,  because  the  guide  rate  to 
define  excess  earnings  is  the  interest  rate  or  yield  on  long-term  Canada 
bonds,  not  the  return  (i.e.,  inclusive  of  capital  gains  or  losses)  on  these 
bonds.  This  result  is  easy  to  understand.  If  the  long-term  interest  rate 
increases,  the  guide  rate  -  and  thus  the  measure  of  excess  earnings  - 
increases  too.  In  fact,  however,  the  actual  return  on  a  portfolio  of  long¬ 
term  Canada  bonds  decreases  because  of  the  attendant  capital  losses.  If 
the  plan  sponsor  held  the  benchmark  portfolio,  he  would  in  effect  be 
required  to  underwrite  this  capital  loss.14 

There  are  those  who  might  argue  that  the  second  criterion  is  not 
relevant  since  plan  sponsors  are  not  immunized  against  all  investment  risks 
at  present.  This  argument  is,  however,  potentially  quite  misleading. 
First,  for  still-active  workers,  total  compensation  settlements  presumably 
factor  in  the  value  (or  change  in  value)  of  accruing  pension  benefits. 
Second,  inactive  workers  at  present  receive  either  nominal  current  or 
deferred  annuities  which  may  or  may  not  include  ad  hoc  cost-of-living 
adjustments.  If  a  firm  chooses  not  to  make  ad  hoc  adjustments,  or  to 
make  them  only  if  the  return  on  the  pension  fund  exceeds  some  minimum 
level,  then  the  firm  can  arrange  its  pension  portfolio  so  that  it  bears  little 
or  no  investment  risk  with  respect  to  inactive  workers.  This  would  not  be 
the  case  with  the  proposed  guide  rate,  and  the  risk  exposure  of  firms 
would  then  rise  relative  to  the  situation  at  present. 

If  an  excess-interest  initiative  is  contemplated,  then  the  extent  to 
which  the  benefits  will  be  stable  in  real  terms  will  depend  upon  the  risk- 
return  characteristics  of  the  investment  portfolio.  If  the  portfolio  consists 
exclusively  of  Treasury  bills,  the  resulting  stream  of  pension  benefits  will 
be  fairly  stable  in  real  terms  (Table  1).  Further,  because  there  are 
essentially  no  capital  gains  or  losses  on  such  a  portfolio,  the  use  of  the 
yield  on  a  shadow  portfolio  of  Treasury  bills  would  allow  the  plan  sponsor 
to  immunize  by  simply  holding  the  shadow  portfolio.15  (Indeed,  a  plan 
sponsor  would  hold  this  same  portfolio  under  the  guide  rate  proposed  in 
the  Green  Paper  if  his  objective  was  to  minimize  the  risk  exposure  of  the 
firm . ) 
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If  inflation  protection,  properly  defined  as  the  removal  of  uncertainty 
regarding  the  real  value  of  pension  payments,  is  given  high  priority,  the 
guide  rate  should  be  the  yield  on  a  portfolio  of  very  short-term  bonds, 
variable-rate  mortgages,  or  Treasury  bills.  If  the  guide  rate  included 
other  short-term  securities  as  well  as  Treasury  bills,  the  expected  real 
return  on  the  shadow  portfolio  would  probably  average  1.5  to  2  per  cent 
over  the  long  run.  If  the  base  rate  in  the  excess-earnings  scheme  is  3.5 
per  cent,  real  pension  benefits  would  decline  on  average  at  an  annual  rate 
of  1.5  to  2  per  cent  and  would  not  be  subject  to  sharp  year-to-year  fluc¬ 
tuations  . 

An  assessment  of  the  proposed  base  rate 


The  proposed  base  rate  is  3.5  per  cent  (7  per  cent)  for  future  (past) 
service.  The  base  rate  is  the  crucial  determinant  of  the  increase  in  cost 
for  a  given  benefit  formula  that  will  occur  as  a  result  of  the  excess-inter¬ 
est  initiative.  If  the  guide  rate  is  given,  then  the  lower  the  base  rate, 
the  higher  the  projected  tilt  in  the  stream  of  real  annuity  payments,  and 
the  higher  the  increase  in  cost  for  a  given  benefit  formula.  If  the  ex¬ 
pected  real  interest  rate  on  a  portfolio  of  long-term  Canada  bonds  is  3.5 
per  cent,  then  the  expected  stream  of  real  annuity  payments  has  no  tilt 
under  the  Green  Paper  proposal  if  the  base  rate  is  also  3.5  per  cent.  If 
the  base  rate  is  5  per  cent,  then  the  expected  stream  of  real  annuity 
payments  would  have  a  downward  tilt  equal  to  (approximately)  1.5  per  cent 
per  year.  If  the  base  rate  is  2  per  cent,  then  the  expected  stream  of  real 
annuity  payments  would  have  an  upward  tilt  of  (approximately)  1.5  per 
cent  per  year. 

The  following  observations  concerning  cost  are  readily  apparent.  If 
the  base  rate  is  3.5  per  cent,  then  those  firms  which  have  already  been 
using  pension  fund  earnings  in  excess  of  their  valuation  rates  to  grant 
cost-of-living  increases  will  still  experience  large  increases  in  costs  if  their 
valuation  assumptions  are  at  the  upper  end  of  the  normal  range  of  from  4 
to  7  per  cent.  Those  firms  which  have  not  been  using  pension  fund 
earnings  in  excess  of  their  valuation  rates  to  grant  cost-of-living  increases 
(or  other  benefit  enrichments)  will  experience  a  sharp  increase  in  costs.16 
If  the  legislation  were  to  apply  only  to  future  service,  then  workers  would 
ultimately  bear  this  increase  in  costs,  perhaps  in  the  form  of  a  negotiated 
reduction  in  the  benefit  formula.  Because  the  initiative  as  proposed  ap- 
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plies  also  to  past-service  credits,  at  the  higher  base  rate  of  7  per  cent, 
there  exists  the  possibility  of  windfall  gains  to  workers  with  past-service 
credits  at  the  expense  of  shareholders.  This  would  occur  if  workers  had 
made  wage  concessions  for  these  past-service  credits  under  the  assumption 
that  the  accruing  pension  benefits  were  purely  nominal.  In  view  of  the 
prevalence  of  ad  hoc  cost-of-living  adjustments  made  by  most  large  firms 
(Pesando  1981),  it  is  likely  that  prior  wage  concessions  reflected  the 
likelihood  of  some  inflation  protection,  at  least  in  firms  which  had  a  history 
of  making  ad  hoc  adjustments. 

Economic  analysis  provides  little  guidance  regarding  the  choice  of  the 
appropriate  base  rate.  If  the  explicit  intent  of  the  initiative  is  to  provide 
a  real  stream  of  annuity  payments  with  no  tilt,  then  the  base  rate  must  be 
set  equal  to  the  expected  real  return  on  the  shadow  portfolio.  There  is, 
however,  no  compelling  reason  why  the  real  stream  of  payments  cannot 
have  a  downward  tilt,  especially  in  view  of  individuals'  revealed  prefer¬ 
ences  on  this  issue.  The  issue  of  retroactivity  is  somewhat  moot,  and  the 
general  disinclination  to  sanction  retroactive  initiatives  is  softened  by  the 
prior  history  of  ad  hoc  adjustments  in  so  many  large  plans.  On  balance, 
it  would  still  seem  preferable  for  the  initiative  not  to  extend  to  past  ser¬ 
vice  credits  in  order  to  avoid  any  arbitrary  redistribution  of  wealth. 

Implications  of  extending  the  excess-interest  initiative 

The  Green  Paper  proposes  that  the  excess-interest  initiative  be  extended 
to  the  accruing  benefits  of  still-active  workers  who  are  members  of  career- 
average  and  flat-benefit  plans.  Workers  who  are  members  of  final-earnings 
plans  would  be  exempted,  presumably  because  their  accruing  benefits 
already  receive  inflation  protection  as  a  consequence  of  the  interaction  of 
the  final-earnings  formula  and  the  tendency  for  aggregate  wages  to  rise  on 
average  at  a  faster  rate  than  the  rate  of  inflation. 

This  initiative  appears  to  be  quite  unattractive  for  two  basic  reasons. 
First,  still-active  workers  negotiate  -  either  formally  or  informally  -  their 
total  compensation  packages  at  periodic  intervals.  They  are  thus  provided 
with  ample  opportunity  to  negotiate  retroactive  amendments  to  the  pension- 
benefit  formula  or  earnings  base.  Further,  as  discussed  earlier  in  this 
report,  the  total  compensation  of  members  of  final-earnings  plans  is  also 
negotiated  at  periodic  intervals.  The  fact  that  a  nominal  wage  increase 
raises  the  value  of  all  accrued  pension  credits  is  presumably  factored  into 
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the  wage  settlement.  Although  the  relevant  data  are  not  readily  available, 
it  is  certainly  possible  -  at  least  in  the  private  sector  -  that  the  age- 
earnings  profiles  of  members  of  final-earnings  plans  flatten  out  relative  to 
those  who  do  not  belong  to  such  plans.17  Second,  it  is  possible  (if  not 
likely)  that  the  excess-interest  proposal  in  its  final  form  may  alter  the 
investment  incentives  faced  by  pension-fund  managers.  If  so,  it  seems  to 
be  vastly  preferable  to  limit  such  effects  to  the  pension-fund  reserves  set 
up  for  inactive  workers. 

If  the  excess-interest  proposal  is  not  extended  to  the  accruing  bene¬ 
fits  of  active  workers,  then  it  is  possible  that  a  terminated,  vested  worker 
may  receive,  through  excess-interest  escalation,  a  larger  increase  in  his 
accrued  pension  benefit  in  a  particular  year  than  would  a  still-active 
worker.  Such  could  occur,  for  example,  if  the  worker  were  a  member  of  a 
flat-benefit  plan  in  a  firm  which  faced  a  sharp  drop  in  profitability.  If, 
given  the  constraints  on  the  increase  in  total  compensation  imposed  by 
market  conditions,  workers  opted  for  no  increase  in  the  benefit  formula, 
this  would  readily  occur.  There  is  simply  no  reason,  however,  why  this 
potential  outcome  should  serve  as  the  basis  for  extending  the  proposal  to 
the  accruing  benefits  of  active  workers  who  still  negotiate  their  total 
compensation.  To  do  so  would  impose  a  lower  bound  on  the  enrichment  of 
the  accrued  pension  benefit  in  every  period,  including  those  in  which 
workers,  given  the  market-determined  constraints  on  the  increase  in  their 
total  compensation,  would  be  prepared  to  waive. 

The  design  of  the  excess-interest  initiative,  investment  incentives, 
and  repercussion  on  the  capital  market 

A  major  concern  with  the  excess-interest  proposal  must  be  its  potential 
impact  on  the  capital  market.  There  are  two  issues.  First,  will  personal 
saving  in  the  form  of  pension  plan  contributions  increase  and  thus  elevate 
the  importance  of  institutionalized  pension  saving  as  a  source  of  investment 
capital?  Second,  will  the  excess-interest  proposal  alter  the  investment 
incentives  of  pension-fund  managers,  and  thus  the  equilibrium  risk-return 
trade-offs  in  the  Canadian  capital  market? 

The  answer  to  the  first  question  depends,  in  large  part,  on  whether 
pension  benefit  formulas  are  reduced  in  response  to  the  introduction  of  an 
excess-interest  initiative.  If  not,  then  the  required  contributions  to 
pension  plans  will  increase  sharply,  and  the  flow  of  funds  to  the  capital 


163 


market  from  this  source  will  rise  accordingly.  There  is  likely  to  be  at 
least  some  reduction  in  discretionary  personal  saving,  although  this  offset 
is  not  likely  to  be  complete  because  institutionalized  pension  saving  (which 
must  be  annuitized)  is  not  a  perfect  substitute  for  discretionary  saving. 
On  balance,  there  is  likely  to  be  a  net  rise  in  personal  saving,  although 
any  impact  of  this  rise  on  the  overall  level  of  domestic  interest  rates  is 
likely  to  be  small  in  view  of  the  interest  sensitivity  of  international  capital 
flows . 

The  major  issue  would  appear  to  be  the  second  question.  As  propo¬ 
sed,  the  guide  rate  would  not  let  the  plan  sponsor  immunize  the  pension- 
fund  reserve  subject  to  excess-interest  escalation  by  holding  the  shadow 
portfolio  of  long-term  Canada  bonds.  To  reduce  his  risk  exposure,  the 
plan  sponsor  may  wish  instead  to  hold  very  short-term  securities.  The 
interest  rate  on  these  securities  would  not  be  perfectly  correlated  with  the 
proposed  guide  rate,  but  at  least  the  portfolio  would  not  be  subject  to 
capital  gains  or  losses  which  are  'perverse'  from  the  perspective  of  the 
required  excess-interest  payments.  If  equilibrium  returns  on  long-term 
bonds  (say,  3.5  per  cent),  exceed  those  on  short-term  securities  (say,  1 
per  cent),  then  plan  sponsors  will  have  to  bear  this  cost  if  they  are  to 
reduce  their  risk  exposure.  In  short,  the  proposed  guide  rate  would 
favour  plan  members  by  imparting  a  fair  degree  of  smoothness  to  the 
excess-interest  payouts,  and  by  linking  payouts  to  the  3.5  per  cent  expec¬ 
ted  real  return  on  long-term  bonds.  Yet  plan  sponsors  may  eschew  long¬ 
term  Canada  bonds  and  elect  to  hold  short-term  securities,  thus  forgoing 
the  higher  expected  return  on  long-term  bonds.18  In  the  extreme  case 
where  all  interest-rate  movements  are  perfectly  correlated,  plan  members 
receive  the  benefit  of  payouts  that  track  the  inflation  rate  as  closely  as 
those  generated  by  a  bills  portfolio,  yet  they  also  receive  the  higher 
expected  return  provided  by  a  bond  portfolio.  The  plan  sponsor  earns 
the  higher  expected  return,  however,  only  if  he  elects  to  bear  substantial 
underwriting  risk. 

If  a  significant  number  of  plan  sponsors  sought  to  minimize  their  risk 
exposure,  additional  factors  would  come  into  play.  The  equilibrium  return 
on  short-term  securities  would  initially  fall.  This,  in  turn,  would  entice 
at  least  some  borrowers  to  target  a  larger  fraction  of  their  debt  offerings 
to  this  maturity.  The  actual  decline  in  the  equilibrium  return  on  short¬ 
term  securities  would  be  limited  by  the  fact  that,  as  the  opportunity  cost 
of  holding  short-term  securities  increases,  more  plan  sponsors  would  opt 
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for  less  or  no  'immunization.'  To  the  extent  that  plan  sponsors  do  not 
change  their  investment  objectives,  then  the  above  discussion  will  not  be 
relevant.  On  the  other  hand,  many  plan  sponsors  do  like  to  shed  invest¬ 
ment  risk  (at  least  for  inactives),  and  some  would  undoubtedly  prefer  to 
minimize  their  risk  exposure  under  the  excess-interest  initiative.  If  so, 
the  attempt  to  shed  risk  will,  in  effect,  involve  the  replacement  of  long¬ 
term,  fixed-income  securities  (which  can  be  used  to  immunize  portfolios  if 
pension  benfits  are  nominal)19  with  short-run  securities,  which  are  re¬ 
quired  to  immunize  investment  risk  under  the  excess-interest  proposal. 
This  would  involve  an  attendant  reduction  in  the  expected  return  on  the 
pension  portfolio. 

There  are  three  additional  points  which  merit  note: 

If  the  guide  rate  were  the  current  yield  on  a  portfolio  of  short-term 
securities,  then  the  attempt  by  the  plan  sponsor  to  reduce  his  risk  expo¬ 
sure  would  lead  him  to  hold  this  shadow  portfolio.  In  this  case,  however, 
the  plan  members  would  both  receive  inflation  adjustments  which  more 
closely  track  the  contemporaneous  inflation  rate  and  pay  the  market  price 
of  the  enhanced  stability  of  their  real  pension  incomes,  which  is  the  lower 
expected  return  in  a  bills  portfolio  relative  to  a  portfolio  of  long-term 
Canada  bonds. 

With  both  the  proposed  guide  rate  and  the  alternative  suggested 
above,  there  would  be  pressure  on  at  least  some  plan  sponsors  to  hold  a 
larger  fraction  of  the  pension-fund  reserve  subject  to  excess-interest 
escalation  in  the  form  of  short-term  securities.  This  fact  highlights  the 
importance  of  not  extending  this  initiative  to  still-active  workers  so  as  to 
minimize  the  potential  impact  of  these  new  incentives  on  capital-market 
equilibrium. 

Because  the  authors  of  the  Green  Paper  did  not  contemplate  the 
possibility  that  excess  interest  as  defined  could  ever  be  negative,  the 
question  of  whether  negative  excess  earnings  would  lead  to  reductions  in 
nominal  pensions  is  not  addressed.  For  a  different  guide  rate,  however, 
this  issue  may  merit  attention  since  investment  incentives  are  likely  to  be 
altered  if  such  a  floor  is  imposed.  (An  elaborate  discussion  of  this  issue 
may  be  found  in  Pesando  1983.) 

To  sum  up,  the  excess-interest  scheme  as  proposed  in  the  Green 
Paper  appears  to  be  flawed  and/or  its  objectives  incompletely  specified. 
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The  major  limitations  are:  (1)  insufficient  attention  to  the  basic  criteria 
(tilting  vs .  inflation  protection  of  benefits ,  the  opportunity  for  the  plan 
sponsor  to  immunize)  to  determine  the  design  of  the  proposal;  (2)  an 
inappropriate  guide  rate,  at  least  if  the  purpose  is  to  provide  inflation 
protection  per  se;  (3)  insufficient  attention  to  the  investment  incentives 
created  by  the  proposal;  (4)  the  inappropriate  extension  of  the  initiative 
to  still-active  workers;  and  (5)  the  element  of  retroactivity  involved  in  the 
use  of  the  7  per  cent  base  rule  for  past-service  credits.  All  of  these 
limitations  merit  attention  before  a  final  scheme  is  set  in  place. 

CONCLUSIONS 

Economic  analysis  offers  the  following  insights  into  the  general  debate 
regarding  reform  of  the  employer-sponsored  pension  system  in  Canada. 

1  The  ultimate  incidence  of  the  cost  of  reforms  which  pertain  to  future 
service  will  fall  on  workers,  so  long  as  firms  are  willing  to  exercise  their 
option  to  terminate  their  plans.  Firms  may  bear  a  part  of  these  costs  in 
the  short-run  and  are  likely  to  bear  a  major  portion  of  the  cost  of  any 
reforms  which  are  retroactive. 

2  By  outlawing  certain  types  of  pension  contracts ,  which  form  part  of 
incentive-oriented  compensation  arrangements,  certain  reform  initiatives  will 
promote  the  creation  of  substitute  arrangements.  Initiatives  to  expedite 
vesting  and  to  enhance  portability  are  likely  to  improve  the  delivery  of 
retirement  incomes  to  mobile  workers  but  are  far  less  likely  to  raise  their 
lifetime  incomes. 

3  Unless  explicitly  so  intended,  reform  initiatives  should  not  create 
windfall  gains  and  losses.  To  prevent  windfall  gains  for  old  workers  at 
the  expense  of  shareholders,  reform  initiatives  in  general  should  not  be 
retroactive . 

4  In  certain  instances,  the  objectives  of  the  reform  initiative  may  not  be 
well  defined.  In  the  case  of  the  excess-interest  proposal,  for  example,  it 
is  not  clear  whether  the  objective  is  just  to  eliminate  the  downward  tilt  in 
the  real  income  stream  provided  by  an  equal-payment  nominal  annuity  or, 
in  addition,  to  reduce  the  degree  of  uncertainty  regarding  the  real  stream 
of  pension  benefits.  Only  the  latter  corresponds  to  the  economic  definition 
of  good  inflation  protection. 

5  In  reviewing  the  rationale  for  proposed  reform  initiatives,  one  is 
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struck  by  the  frequency  with  which  outright  paternalism  is  (implicitly  or 
explicitly)  the  motivating  force. 

6  There  exists  the  possibility,  if  not  likelihood,  that  the  pension-reform 
agenda  is  motivated  in  part  by  the  political  desire  to  redistribute  wealth, 
presumably  in  favour  of  older  workers  with  past-service  credits  under 
existing  plans. 

7  The  absence  of  universal  coverage  by  employer-sponsored  plans  is 

probably  best  seen  as  a  statement  about  workers'  preferences  rather  than 
as  a  ’failure'  of  the  private  pension  system. 

8  Contrary  to  much  popular  opinion,  it  is  not  necessarily  true  that 
members  of  money-purchase  plans  bear  more  risk  than  do  members  of 
defined-benefit  plans.  There  is  no  reason  to  object  on  this  ground  to  the 
enhanced  role  of  the  money-purchase  concept  in  the  reform  package. 

9  Active  workers  are  fundamentally  different  from  inactive  workers 

(retired  or  terminated  with  vested  benefits)  because  their  pension  benefits 
are  still  subject  to  periodic  revision  in  the  context  of  bargaining  over  total 
compensation.  This  distinction  is  important  in  designing  reform  initiatives. 

The  analysis  in  this  report  suggests  the  following  limitations  of  cer¬ 
tain  of  the  specific  proposals  contained  in  the  Green  Paper. 

1  Mandating  universal  coverage,  including  part-time  workers,  is  likely 

to  redistribute  wealth  away  from  those  workers  with  low  lifetime  earnings. 
Any  such  initiative  must  be  evaluated  in  this  light. 

2  Plan-termination  insurance  should  be  avoided  in  favour  of  improved 
disclosure  and  tighter  funding  requirements.  Improved  disclosure  will  be 
achieved  by  the  Green  Paper's  recommendation  that  employees  be  informed 
annually  of  the  'termination  value'  of  their  benefits.  Tighter  funding 
requirements  will  be  achieved  in  large  part  by  the  excess-interest  initia¬ 
tive.  Ontario's  plan-termination  insurance  should  not  be  emulated  by  other 
provinces  or  the  Government  of  Canada  and  hopefully  will  become  super¬ 
fluous  over  time  and  ultimately  phased  out.  Significantly,  Manitoba's 
proposed  reforms  do  not  include  plan-termination  insurance. 

3  The  excess-interest  proposal  to  provide  inflation  protection  does 
highlight  the  cost  of  existing  benefit  formulas  if  pension  benefits,  at  least 
in  principle,  are  preserved  in  real  terms.  The  proposal  as  sketched  is 
flawed  because  of  the  choice  of  the  guide  rate,  its  extension  to  the  ac¬ 
cruing  benefits  of  still-active  workers,  and  the  element  of  retroactivity 
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which  results  from  the  inclusion  of  past-service  credits. 

4  A  preferred  version  of  the  excess  interest  proposal  would: 

(i)  set  the  guide  rate  equal  to  the  current  yield  on  a  shadow  port¬ 
folio  of  Treasury  bills  and  other  short-term  securities; 

(ii)  apply  only  to  inactive  workers  (retired  workers  and  terminated 
workers  with  vested  benefits); 

(iii)  apply  only  to  future  service. 

The  use  of  (i)  would  allow  life  companies  to  sell  an  identical  product  to 
members  of  money-purchase  plans,  since  the  guide  rate  would  no  longer 
correspond  to  a  portfolio  that  could  not  be  replicated  in  the  capital 
market. 


The  analysis  in  this  report  acknowledges  the  attractiveness  of  many 
of  the  reform  initiatives.  Mandatory  surviving  spouse's  benefits  and 
credit-splitting  in  the  event  of  marriage  breakdown  are  important  and 
timely  initiatives.  The  move  towards  earlier  vesting  and  the  measures 
designed  to  enhance  the  portability  of  private  pensions,  including  RPAs, 
are  both  necessary  and  attractive  in  view  of  the  policy  objective  of  improv¬ 
ing  the  delivery  of  retirement  incomes. 


NOTES 

1  A  def ined-benef it  plan  is  a  pension  plan  in  which  the  benefit  is 
defined  by  a  formula  based  on  the  employee's  years  of  service  and  an 
earnings  base,  such  as  2  per  cent  per  year  of  service  times  final 
earnings  or  as  a  fixed  periodic  amount  times  years  of  service. 

2  In  addition,  the  flat-benefit  plans  provided  in  the  union  sector  may 
provide  an  efficient  vehicle  for  union  members  to  effect  intergenera- 
tional-wealth  transfers.  Amendments  to  flat-benefit  plans  are  typi¬ 
cally  retroactive,  and  thus  redistribute  wealth  from  'young'  to  'old' 
or  long-service  workers.  The  desire  to  redistribute  wealth  to  older 
workers  is  a  well-established  objective  of  union  negotiations,  and 
corresponds  in  many  ways  to  a  private  social  security  system. 

3  The  way  in  which  the  incidence  is  ultimately  shifted  to  workers  may, 
of  course,  take  many  forms.  Consider  the  following  example,  in  which 
the  firm  is  able  to  extract  no  current  wage  concession.  If,  in  a 
world  of  no  inflation,  the  firm  chooses  to  pass  on  the  cost  of  the 
enrichment  in  the  form  of  a  higher  price  for  its  product,  the  demand 
for  the  product  will  fall.  As  a  result,  the  firm  will  require  less 
labour.  Because  of  the  rise  in  the  relative  price  of  the  firm's 
product,  as  well  as  the  decline  in  the  quantity  of  labour  employed, 
the  value  of  the  marginal  product  of  labour  will  rise,  thus  justifying 
its  higher  total  compensation. 

4  Interestingly,  this  design  is  not  imposed  on  members  of  money-purchase 
plans  (including  RRSPs)  which  raises  questions  regarding  both  its 
attractiveness  to  workers  and  the  viability  of  the  proposals.  If 
workers  really  do  not  want  to  take  their  pension  benefits  in  this 
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form,  they  could  retire  just  prior  to  age  65  (or  normal  retirement  age 
under  the  terms  of  their  def ined-benef it  plan)  and  arrange  to  have  the 
accrued  value  of  their  benefits  transferred  to  a  Registered  Pension 
Account  (RPA) .  They  could  then,  if  they  so  desired,  purchase  an 
equal-payment,  nominal  annuity  and  thus  avoid  the  annuity  design 
imposed  by  the  excess-interest  proposal. 

5  On  page  25  of  the  Green  Paper,  in  the  discussion  of  the  proposed  guide 
rate  for  the  excess-interest  approach,  one  finds  the  word  'yield'  or 
interest  rate  on  long-term  Canada  bonds  used  synonymously  with  the 
'return'  on  long-term  Canada  bonds. 

6  This  is,  of  course,  potentially  quite  costly  in  terms  of  forgone 
returns.  Historical  evidence  suggests  that  the  expected  real  return 
on  a  diversified  portfolio  of  common  stocks  would  be  about  7  per  cent, 
while  the  annual  real  return  would  have  a  standard  deviation  of  some¬ 
what  less  than  20  per  cent. 

7  If  inflation  were  anticipated,  its  eroding  impact  on  the  real  value  of 
accrued  benefits  would  have  already  been  discounted  in  prior  wage 
settlements.  The  result  again  parallels  the  result  for  a  long-term 
bond  which  is  priced  to  compensate  the  holder  for  the  eroding  impact 
on  its  fixed-income  payments  of  anticipated  inflation. 

8  For  a  formalization  of  this  problem  in  light  of  Ontario's  plan-termin¬ 
ation  insurance  scheme,  see  Pesando  (1982a). 

9  The  following  'thought  experiment'  provides  a  useful  overview  on  the 
mandatory-coverage  question.  Consider  a  world  in  which  rational 
individuals  make  consumption-saving  decisions  to  determine  how  to 
allocate  their  lifetime  earnings  between  their  work  and  retirement 
years.  Individuals  then  make  portfolio-choice  decisions,  in  which 
they  allocate  their  saving  so  as  to  achieve  preferred  risk-return 
trade-offs  subject  to  the  opportunities  that  exist  in  the  capital 
market.  There  is  no  need  either  for  a  mandatory  public  or  private 
pension  program. 

Those  who  are  uncomfortable  with  this  example  may  object  to  it 
for  one  or  both  of  two  main  reasons.  First,  individuals  may  err  in 
their  consumption-saving  decisions,  and  allocate  too  little  of  their 
lifetime  earnings  to  providing  for  their  consumption  needs  during 
retirement.  Second,  incomplete  capital  markets  may  prevent  individu¬ 
als  from  shedding  sufficient  investment  risk  if  they  so  desire  or  may 
inhibit  the  opportunities  to  efficiently  diversify  risk.  If  the  first 
is  the  major  concern,  then  the  reform  advocate  is  motivated  by  out¬ 
right  paternalism.  (This  abstracts  from  the  existence  of  income- 
tested  public  programs,  which  may  provide  certain  individuals  with  a 
disincentive  to  allocate  their  lifetime  earnings  to  provide  for  their 
own  retirement  needs.)  If  the  second  is  the  major  concern,  then  it  is 
likely  that  the  reform  advocate  will  be  drawn  to  the  introduction  of  a 
public  pension  program  designed  to  improve  the  efficiency  of  risk¬ 
bearing.  Public  programs  provide  the  opportunity  for  greater  effi¬ 
ciency  in  risk-bearing  because  governments  can  issue  securities  -  such 
as  wage-  or  aggregate-consumption  indexed  annuities  -  that  cannot  be 
provided  by  the  private  sector.  (See,  for  example,  Merton  1981.)  In 
general,  this  line  of  thought  leads  to  the  suggestion  that  the  bene¬ 
fits  due  under  the  terms  of  the  public  pension  program  be  linked  to  an 
index  other  than  the  general  price  level. 

10  See  Volume  8  of  the  Report ,  by  H.  Weitz  (1980).  In  1975,  for  example, 

the  proportion  of  tax-filers  in  Ontario  with  incomes  of  $3,000-3,999, 
$4,000-4,999,  and  $5,000-5,999  who  made  contributions  to  RRSPs  were 
0.9,  1.5,  and  1.9  per  cent  respectively.  By  contrast,  the  figures  for 
those  with  incomes  of  $10,000-14,999,  $15,000-19,999,  and  $20,000- 
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24,999  were  12.1,  21.9,  and  35.4  per  cent  respectively. 

11  For  single  pensioners  receiving  GIS  benefits,  the  benefit  is  reduced 
by  $0.50  for  each  dollar  of  additional  income  from  other  sources.  For 
GAINS,  the  'tax-back'  feature  is  100  per  cent;  that  is,  each  dollar  of 
additional  income  received  by  a  current  GAINS  recipient  causes  his 
payment  from  GAINS  to  fall  by  a  full  dollar. 

12  Let  Ap  be  the  start-up  capital,  let  RV  be  the  annuity  valuation  rate, 
and  let  the  annuity  be  payable  with  certainty  for  n  periods.  The  base 
annuity  payment  (B^)  is  then: 

BQ  =  AqRV ( 1  -  (1  +  RV)"11)"1.  (1) 

If  R  is  the  nominal  return  on  the  underlying  assets  in  year  t,  and  B^ 
is  the  nominal  annuity  payment  received  at  the  end  of  year  t,  then 

Bt  =  [(1  +  Rt)/(1  +  RV)]  (Bt_1).  (2) 

13  In  fact,  for  the  period  1953-1980,  the  mean  annual  real  return  on  a 
portfolio  of  long-term  Canada  bonds  was  negative.  This  does  not,  of 
course,  imply  that  the  expected  real  return  is  on  average  likely  to  be 
negative.  Instead,  this  result  is  a  by-product  of  the  substantial 
amount  of  unanticipated,  permanent  inflation  that  occurred  during  this 
period.  This  renders  untenable  in  the  present  context  the  efficient- 
markets  assumption  that  the  mean  ex  post  return  is  a  satisfactory 
proxy  for  the  mean  ex  ante  return. 

14  The  point  is  perhaps  best  seen  with  a  simple  numerical  example. 
Assume  the  sponsor's  fund  is  invested  in  consols,  which  trade  at  par 
($1,000)  and  bear  a  coupon  rate  equal  to  8  per  cent.  Assume  the 
expected  real  return  is  3.5  per  cent  and  the  inflation  premium  is  4.5 
per  cent.  Assume  also  that  the  benchmark  portfolio  consists  exclu¬ 
sively  of  consols.  Suppose  that  the  expected  inflation  rate  rises 
from  4.5  to  9  per  cent  so  that  the  yield  on  the  consols  rises  to  12.5 
per  cent.  This  is  accomplished  by  a  decline  in  their  price  to  $640. 
If  the  guide  rate  in  the  excess-earnings  scheme  is  simply  the  current 
yield  on  consols,  and  if  the  base  rate  in  the  excess-earnings  scheme 
is  3.5  per  cent,  excess  earnings  rise  to  12.5  per  cent  less  3.5  per 
cent,  or  9  per  cent.  This  is  exactly  equal  to  the  anticipated  infla¬ 
tion  rate  and  suggests  -  if  anticipations  are  correct  -  that  the  plan 
member  will  receive  full  inflation  protection.  What  is  the  signifi¬ 
cance  of  the  capital  loss  of  $1,000  less  $640,  or  $360?  This  is  an 
underwriting  loss  borne  by  the  plan  sponsor  in  spite  of  the  fact  that 
the  fund  simply  replicates  the  benchmark  portfolio.  The  plan  sponsor 
must  pay  excess  earnings  based  only  on  the  market  yield  on  consols, 
without  reference  to  the  capital  loss  that  occurs  on  his  own  portfolio 
as  a  result  of  the  rise  in  long-term  interest  rates. 

15  The  decision  of  the  plan  sponsor  on  whether  or  not  to  immunize  will  of 
course  depend  on  his  risk  preferences  and  the  risk-return  trade-offs 
available  in  the  capital  market.  If  the  initiative  were  accompanied 
by  an  increase  in  the  demand  by  pension-fund  managers  for  very  short¬ 
term  securities,  and  if  -  perhaps  contrary  to  fact  -  at  least  some 
borrowers  did  not  alter  the  maturities  of  their  debt  offerings  in  a 
parallel  fashion,  then  the  equilibrium  real  return  on  these  securities 
would  fall.  As  part  of  the  equilibrating  process,  some  pension-fund 
managers  would  decide  that  the  opportunity  cost  of  shedding  this 
underwriting  risk  was  now  too  high,  and  would  therefore  choose  not  to 
immunize  fully. 

16  At  present,  the  interest  rates  used  to  value  def ined-benef it  plans  in 
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Ontario  tend  to  range  from  4  to  7  per  cent.  If  an  excess-earnings 
scheme  is  introduced  with  a  specified  base  rate,  the  present  value  of 
a  life  annuity  at  normal  retirement  age,  calculated  at  this  rate 
rather  than  at  the  plan's  valuation  rate,  will  measure  the  increase  in 
cost  if  the  sponsor  is  already  using  fund  earnings  in  excess  of  the 
valuation  rate  to  make  special  cost-of-living  adjustments.  For  a  firm 
which  has  made  no  cost-of-living  adjustments,  the  increase  in  cost  is 
approximated  by  the  difference  between  the  present  value  of  this 
annuity  calculated  at  the  base  rate,  and  the  price  at  which  the  firm 
could  purchase  the  annuity  from  a  life  insurance  company.  Recently, 
life  insurance  companies  were  using  interest  rates  as  high  as  14  per 
cent  to  price  a  life  annuity  for  someone  retiring  at  age  65. 

How  large  would  these  cost  increases  be?  If  one  assumes  (for 
simplicity)  that  those  retiring  at  age  65  live  for  exactly  15  years, 
the  calculations  are  straightforward.  At  an  interest  rate  of  4  per 
cent,  a  15-year  annuity  that  pays  $1  at  the  end  of  each  year  costs 
$11.12.  If  the  base  rate  in  the  excess-earnings  scheme  is  4  per  cent, 
this  is  the  cost  of  each  dollar  of  a  pension  which  receives  inflation 
protection  in  this  manner.  A  firm  using  a  4  per  cent  valuation  rate, 
and  also  applying  fund  earnings  above  this  rate  to  cost-of-living 
adjustments,  would  experience  no  increase  in  costs.  At  7  per  cent, 
the  cost  of  this  annuity  would  be  $9.11,  or  19  per  cent  less.  This 
difference  would  be  the  increase  in  cost  for  a  firm  using  a  7  per  cent 
valuation  rate  and  currently  making  cost-of-living  adjustments  on  the 
basis  of  fund  earnings  above  7  per  cent.  At  14  per  cent,  the  cost  of 
the  annuity  would  be  $6.14,  or  45  per  cent  less  than  under  the  excess- 
earnings  scheme.  This  increase  in  costs  would  occur  if  a  firm  were 
making  no  special  cost-of-living  adjustments. 

17  It  is  also  possible  that,  because  of  some  form  of  implicit  contract, 
the  firm  agrees  to  negotiate  the  wage  independent  of  its  impact  on  the 
value  of  accrued  pension  benefits.  If  so,  and  if  labour  markets  are 
competitive,  then  such  workers  presumably  receive  total  compensation 
which  is  less  than  the  value  of  their  labour  services  when  young  to 
offset  the  excess  when  they  are  old.  See,  for  example,  Pesando  and 
Clarke  (1982) . 

18  The  general  point  in  the  text  is  clarified  by  a  simple  example.  Let 

denote  the  one-period  or  bill  rate;  let  u  denote  a  'white  noise' 
disturbance;  let  R^  denote  the  n-period  or  long-term  bond  rate;  and 
let  tjj  denote  a  (positive)  time-invariant  risk  premium.  Suppose: 
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Equation  (3)  states  that  the  short-term  rate  follows  a  random  walk. 
Equation  (4)  is  the  implied  rational-expectations  model  for  the  long¬ 
term  rate  plus  a  time-invariant  term  premium.  As  R^  (and  hence  R^  ) 
fluctuate,  the  bond-holder  experiences  unanticipated  capital  gains’or 
losses.  Note  the  following: 

The  excess-interest  payouts  (if  we  ignore  the  averaging  provi¬ 
sion)  under  the  proposed  guide  rate  would  be  R^  -  .035.  These 
payouts  would  exceed  those  generated  if  the  guide  fate  were  the  bill 
rate  by  exactly  tjj. 

In  essence,  the  plan  member  would  receive  payouts  that  track  the 
inflation  rate  as  closely  as  the  bill  rate,  yet  exceed  those  implied 
by  a  guide  rate  equal  to  the  bill  rate  by  iJj.  These  payouts  correspond 
to  a  risk-return  trade-off  that  is  not  available  in  the  capital 
market . 
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The  plan  sponsor  either  (1)  holds  long-term  bonds  and  thus  earns 
an  expected  return  equal  to  R  ,  but  is  exposed  to  substantial  in¬ 
vestment  risk;  or  (2)  holds  bi^ls,  in  which  case  he  must  make  payouts 
which  with  certainty  exceed  his  return  by  i|>  each  period. 

In  full  equilibrium,  the  plan  member  may  nontheless  have  to 
compensate  the  plan  sponsor  by  forgoing  current  wages  that  recognize 
that  the  plan  sponsor  earns  only  the  return  on  bills  if  he  seeks  to 
immunize . 

19  For  example,  a  plan  sponsor  could  hedge  fully  a  (known)  stream  of 
nominal  annuity  payment  of  purchasing  an  (insured)  mortgage  with  the 
same  maturity. 
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Pensions  in  Other  Nations: 

The  implications  for  Reform  in  Canada 

Don  Lee 


INTRODUCTION 

A  retired  trade  unionist  tells  a  story  about  bargaining  for  pensions  in  the 
difficult  economic  period  which  followed  World  War  II.  The  storyteller  and 
his  fellow  members  were  seeking  a  tangible  basis  of  hope  for  the  future  - 
the  first  negotiated  pension  plan  in  their  industry.  The  employer  stead¬ 
fastly  refused  to  offer  a  plan  which  the  union  members  might  consider  an 
adeguate  assurance  of  security  in  their  old  age.  Prolonged  negotiations 
ultimately  broke  down  and  an  equally  prolonged  strike  ensued. 

As  the  strike  was  having  serious  effects  on  the  fragile  national  econ¬ 
omy,  a  senior  cabinet  minister  in  the  federal  government  personally  inter¬ 
vened.  On  the  basis  of  assurances  that  the  government  would  shortly 
introduce  a  universal  pension  of  $40  per  month  payable  at  age  68,  the 
union  decided  to  return  to  work.  The  bitter  dispute  was  resolved  to  the 
satisfaction  of  both  parties,  and  the  basis  for  a  more  constructive  climate 
of  industrial  relations  was  laid .  The  union  had  achieved  an  important 
precedent  for  its  own  members  and  had  secured  a  political  commitment  for 
a  significant  expansion  of  social  security  for  all  older  Canadians.  The 
employer  was  relieved  to  know  that  the  state  would  pick  up  part  of  the  tab 
for  the  union's  retirement  income  objectives. 

A  few  months  later,  the  union  learned  that  the  new  Old  Age  Security 
pension  would  only  be  available  at  age  70. 

The  retired  trade  unionist's  story  illustrates  a  number  of  important 
lessons  and,  in  particular,  the  hazards  of  negotiating  with  the  state.  But 
its  implication  that  public  and  private  pensions  develop  in  tandem,  and  not 
according  to  a  rule  of  mutual  exclusion,  is  more  significant  to  the  concerns 
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of  this  paper. 

The  current  pension  debate  includes  a  broad  range  of  important 
issues.  However,  two  questions  are  central:  what  is  the  appropriate 
balance  between  public  and  private  programs?;  and  within  public  pro¬ 
grams,  what  is  the  appropriate  balance  between  welfare  and  insurance 
principles?  The  second  question  might  also  be  understood  to  refer  to  the 
balance  between  programs  which  redistribute  income  and  programs  in  which 
benefits  are  a  simple  function  of  pre-retirement  earnings.  The  Old  Age 
Security  (OAS)  and  Guaranteed  Income  Supplement  (GIS)  programs  repre¬ 
sent  general  welfare  principles.  The  Canada  and  Quebec  Pension  Plans 
(C/QPP)  represent  insurance  principles. 

There  is  a  third  fundamental  question  which  will  not  be  addressed  in 
this  paper:  the  extent  to  which  public  plans  should  be  funded  in  advan¬ 
ce.  My  own  disposition  is  that  all  public  pensions,  whether  they  are 
based  on  welfare  or  insurance  principles,  should  be  financed  on  a  pay-as- 
you-go  basis.  In  any  event,  a  clearly  defined  response  to  these  three 
fundamental  questions  is  essential  for  any  coherent  program  of  pension 
reform.  You  cannot  design  a  package  of  regulations  for  private  pension 
plans  and  a  coherent  set  of  public  programs  without  knowing  what  roles 
they  are  expected  to  play.  The  distribution  of  the  cost  of  reform  is 
important  in  a  macro-economic  sense,  but  that  perspective  alone  cannot 
indicate  the  appropriate  direction  of  reform.  The  issues  imbedded  in  the 
pension  debate  are  larger  than  the  science  of  economics. 

This  paper  approaches  the  two  most  contentious  issues  of  principle  in 
three  stages:  a  review  of  the  current  structure  of  and  relationships 
between  Canadian  programs;  an  international  comparison  of  four  key  policy 
variables  in  eight  industrial  countries;  and  a  series  of  historical  profiles  of 
the  development  of  the  retirement  income  system  in  three  countries.  As  it 
is  in  the  nature  of  this  type  of  analysis  that  razor-sharp  conclusions  are 
impossible,  the  results  are  only  suggestive  and  not  conclusive.  They  only 
inform  the  continuing  debate;  they  do  not  resolve  it. 

I  have  approached  the  analysis  with  two  elementary  prejudices:  that 
the  age  profile  of  a  country's  population  is  the  most  important  variable 
determining  the  scope  of  both  public  and  private  pension  programs,  and 
that  an  examination  of  historical  patterns  is  a  more  productive  analytical 
tool  than  abstract  principles  of  economic  theory.  These  prejudices  reflect 
my  instinctive  distrust  of  the  conservative  axiom,  'Social  guarantees  of 
income  security  in  retirement  reduce  our  disposition  to  save  through  pri- 
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vate  vehicles . 1 

The  federal  Green  Paper's  Background  Note  4  reports  the  net  percen¬ 
tage  increase  in  retirement  income  per  unit  of  gross  savings  before  retire¬ 
ment  (Table  A4.3).  The  results  indicate  that  each  dollar  of  saving  by- 
people  with  lower-middle  incomes  only  improves  their  position  by  $0.88. 
Forty  per  cent  of  our  population  not  only  does  not  have  the  capacity  to 
save,  but  personal  saving  for  retirement  would  also  be  irrational.  The 
conservative  axiom  noted  above  ignores  this  particular  aspect  of  reality. 
The  middle  quintile  of  potential  savers  is  distinguished  from  the  lower  two 
only  in  as  much  as  their  net  loss  from  saving  for  retirement  is  less.  In 
the  established  scheme  of  things,  only  the  upper  and  upper-middle  income 
groups  are  in  danger  of  having  their  disposition  to  save  reduced  by  an 
expansion  of  social  security.  These  are  my  grounds  for  suspecting  that 
the  experience  of  older  countries  may  suggest  a  more  persuasive  theoreti¬ 
cal  basis  for  reform  of  Canada's  retirement  income  system  than  conserva¬ 
tive  axioms. 

THE  ESTABLISHED  IMBALANCE  OF  THE  CANADIAN  SYSTEM 

The  disposition  of  lower-  and  middle-income  Canadians  to  avoid  saving  for 
retirement  is  often  attributed  to  weakness  of  character  or  an  inadequate 
education  in  the  virtues  of  thrift.  Some  analysts  have  concluded  that  a 
collective  self-lashing  in  the  form  of  universal  and  compulsory  saving  is 
the  appropriate  response.  A  more  constructive  explanation  and  program  of 
reform  is  indicated  by  examining  the  structure  of  the  system  rather  than 
the  character  of  the  people  which  it  supposedly  serves. 

There  are  a  number  of  simple  facts  which  discourage  the  average 
wage-earner  from  private  pension  saving:  the  uncertain  value  of  private 
pensions  which  are  not  indexed  to  the  cost-of-living;  the  absence  of  an 
opportunity  for  the  majority  of  workers  in  the  private  sector  to  save 
through  employment;  long  service  requirements  for  the  vesting  of  accrued 
benefits  and  low  returns  on  employee  contributions;  and  the  disproportion¬ 
ate  role  of  income-tested  benefits.  The  appropriate  response  to  the  first 
three  factors  is  clear  enough.  The  fourth  requires  some  elaboration. 

The  one  significant  point  of  consensus  to  emerge  from  the  current 
pension  debate  is  that  minimum  guarantees  for  single  persons  are  inade¬ 
quate.  While  I  do  not  agree  with  the  implication  that  couples,  on  the 
other  hand,  do  enjoy  reasonable  guarantees,  their  current  circumstances 
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provide  a  suitable  starting  point  for  analysis. 

In  1982  a  couple  with  no  other  sources  of  income  would  have  received 
$10,084  from  the  OAS  and  GIS  programs.  It  has  been  reliably  established 
that  a  single  person  needs  approximately  70  per  cent  of  the  income  of  a 
couple  to  maintain  a  comparable  living  standard,1  although  the  Statistics 
Canada  low-income  cutoffs  for  large  cities  suggest  that  a  higher  ratio 
would  be  more  appropriate. 2  We  can  conclude  that  $7,059  (70  per  cent  of 
$10,084)  would  have  been  an  appropriate  minimum  guarantee  for  single 
persons  over  65  in  1982. 

The  consensus  on  the  need  to  improve  the  position  of  singles  general¬ 
ly  includes  the  proposition  that  the  upgrading  should  be  implemented 
through  the  income-tested  element  of  the  public  programs.  Following  this 
approach,  the  GIS  in  1982  should  have  been  $4,217  ($7,059  minus  OAS). 
If  we  further  assume  that  the  structure  of  public  pensions  should  not 
undermine  the  incentive  to  save  privately,  there  are  interesting  conse¬ 
quences  for  the  C/QPP.  A  person  who  retired  in  1982  would  have  re¬ 
quired  $8,434  (2  x  $4,217)  from  C/QPP  for  supplementary  private  saving 
to  have  been  rational.  Otherwise  some  portion  of  their  personal  thrift 
would  simply  have  reduced  their  entitlement  from  the  income-tested  pro¬ 
gram. 

Admittedly,  this  scenario  has  been  contrived  to  cast  the  problem  in 
the  worst  possible  light,  but  it  does  reflect  the  existing  structure  of  the 
public  system.  A  single  person  retiring  in  1982  and  receiving  the  maxi¬ 
mum  C/QPP  benefit  also  qualified  for  a  supplement  of  $1,007  on  the  basis 
of  minimum  guarantees  which  are  acknowledged  to  be  inadequate. 

In  order  to  establish  an  adequate  guarantee  and  fair  incentives  for 
private  saving  within  the  existing  framework,  the  C/QPP  would  have  to 
deliver  the  equivalent  of  at  least  41.5  per  cent  of  the  average  industrial 
wage  (AIW)  to  significantly  more  than  50  per  cent  of  the  participants. 
($8,434  is  41.5  per  cent  of  $20,300  -  the  AIW  in  1982.)  The  analysis 
indicates  a  reasonable  basis  for  raising  C/QPP  benefits  to  50  per  cent  of 
the  AIW.  However,  a  number  of  other  responses  are  conceivable. 

We  might  conclude  that  the  acknowledged  needs  of  single  pensioners 
contradict  principles  of  equity  with  other  retiring  Canadians  and,  on  these 
grounds  limit  the  guarantee  for  singles  to  less  than  adequate  levels. 
Women,  however,  should  be  particularly  wary  of  an  argument  that  the 
principle  of  equity  should  override  the  principle  of  adequacy,  since  most 
of  them  will  end  up  single.  We  might  conclude  that  income-tested  benefits 
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should  be  'taxed  back'  at  a  higher  rate  than  $0.50  on  the  dollar.  But  in 
this  case,  people  qualifying  for  maximum  C/QPP  benefits  would  receive 
little  more  than  people  who  had  contributed  nothing  and  could  well  wonder 
why  they  are  being  compelled  to  participate. 

People  who  are  committed  to  progressive  reform  might  argue  that  the 
role  of  OAS  should  be  expanded  so  that  income-tested  benefits  could  be 
assigned  a  marginal  role.  However,  others  would  respond  that  this  mea¬ 
sure  effectively  increases  the  minimum  guarantee  for  couples  beyond  reason¬ 
able  levels  and  that  the  C/QPP  would  still  have  to  be  expanded  to  ensure 
that  a  significant  majority  of  Canadians  enjoy  fair  incentives  to  save  pri¬ 
vately.  It  is  difficult  to  avoid  the  conclusion  that  reasonable  minimum 
guarantees  for  single  persons  in  lower-income  groups  require  the  expan¬ 
sion  of  public  programs  for  everyone.  Conservatives  will  continue  to 
search  for  a  way  out  of  the  box  but  no  convenient  exit  exists. 

It  is  also  apparent  that  the  private  pension  system  cannot  expect  to 
grow  so  long  as  the  structure  and  scope  of  public  programs  remains  on 
hold.  Even  if  private  pensions  become  portable  and  indexed,  lower-  and 
middle-income  Canadians  will  be  better-served  by  saving  in  the  form  of 
residential  property  or  even  in  a  bank  account  than  by  saving  for  retire¬ 
ment.  The  majority  of  Canadians  support  expansion  of  public  pensions. 
They  have  good  reasons  for  sticking  to  their  opinion. 

THE  VARIABLE  BASIS  OF  PENSION  POLICY  IN  OTHER  COUNTRIES 

Before  beginning  the  analysis  of  experience  in  other  countries,  we  are 
obliged  to  recall  the  caution  that  the  reported  facts  can  be  only  suggestive 
and  not  conclusive  with  respect  to  the  central  issues  -  the  respective  roles 
of  public  welfare  programs,  public  insurance  programs,  and  private 
saving.  This  qualification  is  all  the  more  important  because  of  the  prac¬ 
tical  limitations  in  the  available  data. 

There  is  no  comprehensive  library  of  sources  available  in  Canada  on 
the  pension  systems  of  other  countries.  This  may  seem  peculiar  in  a 
country  which  has  been  preoccupied  with  pension  reform  issues  for  the 
past  five  years,  but  it  remains  a  serious  practical  limitation  on  our  ability 
to  benefit  from  the  experience  of  other  countries.  Much  of  the  information 
which  is  reported  in  this  paper  was  imported,  in  spite  of  the  welcome 
willingness  of  a  number  of  local  libraries,  both  public  and  private,  to  help 
track  down  obscure  sources. 
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It  must  also  be  added  that  the  information  which  is  available  must  be 
treated  with  caution.  Reports  which  provide  international  comparisons 
seem  particularly  subject  to  serious  errors.  For  example,  the  'Working 
Papers'  of  the  American  President's  Commission  on  Pension  Policy  report 
that  more  than  70  per  cent  of  the  labour  force  in  the  United  Kingdom  is 
covered  by  private  pension  plans.  The  actual  rate  is  more  like  50  per 
cent  according  to  official  sources. 

The  data  which  are  reported  in  Table  1  have  all  been  cross-checked 
against  second  sources.  However,  we  need  only  think  of  the  range  of 
estimates  of  private  pension  coverage  in  Canada  to  emphasize  again  the 
importance  of  treating  the  results  with  caution. 

Table  1  pulls  together  relatively  current  data  for  eight  industrial 
countries  on  four  major  variables  affecting  pension  policy  decisions: 
population  age  65  and  over  as  a  percentage  of  total  population  (1980); 
percentage  of  gross  earnings  replaced  by  public  pensions  for  a  single 
person;  percentage  of  population  age  65  and  over  participating  in  the 
labour  force;  and  percentage  of  the  labour  force  covered  by  private  pen¬ 
sion  plans.  The  eight  countries  have  been  listed  in  ascending  order  of 
collective  age  to  focus  on  our  working  hypothesis  -  that  the  age  profile  of 
a  country's  population  is  the  most  important  variable  determining  the  scope 
of  both  public  and  private  pension  programs. 

With  respect  to  coverage  by  private  plans,  there  are  serious  excep¬ 
tions  to  this  hypothesis;  however,  with  respect  to  income  replaced  by 
public  programs,  it  appears  to  be  confirmed.  What  we  have  called  the 
'Social  Replacement  Ratio'  has  been  reported  for  Canada  on  the  basis  of 
the  nominal  rate  of  benefits  under  the  C/QPP  -  25  per  cent;  OAS  is  equi¬ 
valent  to  approximately  14  per  cent  of  the  average  wage.  Since  the  C/QPP 
currently  delivers  only  about  20  per  cent  of  the  average  wage,  the  39  per 
cent  replacement  ratio  reported  might  be  adjusted  downward  to  34  per 
cent.  When  this  adjustment  is  made,  there  is  a  relatively  even  progression 
of  replacement  ratios  with  increasing  proportions  of  retirement  age  popula¬ 
tion.  The  only  startling  exception  is  Italy.  We  will  return  to  this  case 
after  examining  the  extent  of  private  coverage.  France  has  a  somewhat 
higher  than  expected  Social  Replacement  Ratio  but  also  has  an  exceptional¬ 
ly  extensive  system  of  occupational  pension  plans  which  is  private  in  name 
only.  Legislation  was  used  to  create  a  limited  number  of  industry-wide 
plans  with  compulsory  participation.  A  greater-than-average  disposition  to 
use  state  powers  to  structure  the  pension  system  is  indicated  here  -  a 
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TABLE  1 

International  comparison  of  pension  policy  variables 


Per  cent 
age  65 
and  over 

Social 

Replacement 

Ratio 

Labour  force 
participation 

Per  cent 

private 

coverage 

Canada 

8.8 

39 

8.7 

45 

Netherlands 

11.0 

38 

3.5 

57 

United  States 

11.3 

38 

12.4 

40 

Italy 

11.3 

67 

8.5 

20 

F  ranee 

13.4 

46 

7.5 

80 

United  Kingdom 

14.1 

42 

9.1 

51 

West  Germany 

14.9 

50 

6.1 

55 

Sweden 

15.7 

59 

5.4 

90 

NOTE:  Most  data  are  from  the  'Working  Papers’  of  the  President's  Commis¬ 

sion  on  Pension  Policy  (U.S.,  1981);  a  variety  of  other  sources  have  been 
used  to  supplement  and  adjust  the  reported  results. 

supplementary  factor  which  may  in  itself  explain  the  higher-than-expected 
level  of  social  replacement. 

There  is  no  immediately  apparent  coherence  amongst  the  countries 
with  greater  private  coverage  than  Canada  and  the  United  States  with 
respect  to  the  age  of  their  populations.  France  has  achieved  80  per  cent 
coverage  by  legislating  a  compulsory  system.  The  other  comparable  excep¬ 
tion  is  Sweden,  with  a  90  per  cent  private-coverage  level.  In  both  cases, 
a  national  framework  for  private  pensions  has  been  established.  But  in 
Sweden's  case,  the  high  level  of  coverage  is  a  direct  result  of  the  perva¬ 
sive  and  centralized  nature  of  that  country's  collective  bargaining  system. 
The  centralized  nature  of  collective  bargaining  in  West  Germany  might  also 
explain  this  country's  relatively  high  rate  (55  per  cent). 

Similar  factors  may  be  at  work  in  the  Netherlands  (57  per  cent) 
although,  in  this  case,  the  nature  of  the  public  system  may  also  be  impor¬ 
tant.  The  Netherlands  is  the  only  country  reported  in  which  the  public 
system  is  a  straight  flat  benefit.  France,  Italy,  the  United  States,  and 
West  Germany  have  earnings-related  systems.  Canada,  Sweden,  and  the 
United  Kingdom  have  a  combination  of  flat  benefits  and  earnings-related 
benefits.  The  relatively  simple  system  in  the  Netherlands  may  establish 
less  ambiguous  incentives  for  private  saving  than  exist  in  the  other 
countries. 
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There  is  no  simple  way  of  editing  the  effects  of  centralized  collective 
bargaining,  state  intervention,  and  structure  of  public  programs  out  of  the 
reported  levels  of  private  pension  coverage.  Even  if  we  could,  it  is 
difficult  to  imagine  any  clear  line  of  progression  in  private  coverage  on  the 
basis  of  the  age  of  populations.  The  United  States  and  Italy  are  both 

exceptions  to  any  trend  of  this  kind,  and  these  two  cases  point  in  differ¬ 

ent  directions. 

On  the  basis  of  experience  in  other  countries  and  our  hypothesis,  we 
might  expect  a  rate  of  private  coverage  in  the  United  States  higher  than 
40  per  cent.  The  overall  inadequacy  of  that  country's  pension  system  is 
indicated  by  the  highest  rate  of  labour  force  participation  among  those 

aged  65  and  over  out  of  all  eight  countries  reported.  At  the  same  time, 

there  is  no  apparent  cause  for  thinking  that  the  level  of  public  pensions 
has  inhibited  the  growth  of  private  programs,  as  is  the  case  with  Italy. 

Italy  is  unquestionably  the  most  troublesome  exception.  The  highest 
Social  Replacement  Ratio  (67  per  cent)  is  accompanied  by  the  lowest  level 
of  private  coverage  (20  per  cent).  Moreover,  the  proportion  of  retire¬ 
ment-age  population  is  the  same  as  in  the  United  States.  One  potential 
line  of  speculation  is  that  expansion  of  public  pensions  beyond  a  certain 
level  will  inhibit  the  growth  of  private  programs,  if  these  do  not  operate 
within  a  national  framework  established  either  by  collective  bargaining  or 
by  direct  state  intervention.  A  corollary  might  be  that  below  that  'certain 
level'  and  without  a  'national  framework,'  the  scope  of  private  and  public 
pension  programs  will  reflect  the  age  of  the  country's  population.  The  one 
exception  to  this  speculative  argument  amongst  the  countries  reported 
would  be  the  relatively  low  level  of  private  coverage  in  the  United  States. 
Still,  the  fractious  nature  of  the  Italian  state  and  Italian  collective  bar¬ 
gaining  cannot  explain  the  exceptionally  low  rate  of  private  coverage. 
Perhaps  Italian  employers  have  realized  that,  in  an  aging  population,  it  is 
cheaper  to  finance  pensions  through  a  payroll  tax  than  by  accumulating 
private  assets. 

Apparently,  there  was  no  need  to  caution  that  the  results  of  this 
comparative  analysis  would  not  be  conclusive  with  respect  to  the  questions 
at  .hand.  There  is  clearly  a  wide  range  of  futures  for  an  aging  society. 
However,  the  results  do  suggest  that  the  role  of  public  pensions  increases 
with  the  age  of  the  population  and  that,  in  this  context,  private  coverage 
will  not  grow  much  beyond  50  per  cent  unless  a  national  framework  is 
established  by  the  state  or  through  collective  bargaining.  The  historical 
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experience  of  three  countries  will  now  be  examined  for  confirmation  or 
contradiction  of  this  result  of  the  analysis. 

HISTORICAL  PATTERNS  IN  THE  UNITED  KINGDOM 

The  proportion  of  the  United  Kingdom's  population  age  65  and  over  has 
already  advanced  to  a  stage  which  Canada  will  not  see  until  well  into  the 
next  century.  Pension  planners  in  that  country  actually  expect  the  rela¬ 
tive  size  of  the  older  population  to  decline  over  the  next  20  years.  The 
United  Kingdom  first  introduced  subsistence  allowances  for  its  aged  citi¬ 
zens  in  1908  -  21  years  before  similar  provisions  were  implemented  in 
Canada . 

Although  this  record  confirms  the  validity  of  our  initial  hypothesis, 
later  experience  suggests  that  the  relentless  march  of  an  aging  population 
toward  social  security  can,  at  least,  be  delayed  by  other  factors  such  as 
depression  and  world  war.  The  first  universal  pension  did  not  come  into 
force  in  the  United  Kingdom  until  1946,  just  six  years  before  the  compar¬ 
able  step  in  Canada.  The  United  Kingdom's  public  system  has  since  been 
expanded  to  include  a  wage-related  portion.  The  most  recent  reform 
includes  a  novel  provision  allowing  private  employers  to  contract  out  of  the 
system  if  their  own  plans  meet  certain  minimum  criteria.  The  indexing  of 
the  minimum  portion  of  any  private  benefit  is  guaranteed  by  the  state. 
Many  employers  have  taken  advantage  of  this  provision. 

Although  private  pension  plans  in  the  United  Kingdom  do  not  cover  a 
significantly  greater  portion  of  the  labour  force  than  in  Canada,  the  quali¬ 
ty  of  the  benefits  is  more  reliable.  More  than  90  per  cent  of  those  who 
participate  are  covered  by  plans  which  base  benefits  on  final  average 
earnings.  There  are  indications  that  this  is  a  result  of  the  contracting- 
out  provision.  The  percentage  of  participants  covered  by  final-earnings 
plans  has  grown  from  63  per  cent  in  1971  before  the  new  law  was  intro¬ 
duced.  Virtually  all  large  employers  have  contracted  out  and  now  operate 
final-earnings  plans.  Smaller  employers  have  not  been  inclined  to  follow 
suit. 

Although  there  has  been  significant  growth  of  public  pensions  in  the 
post-war  period,  this  has  not  inhibited  growth  of  private  programs.  In 
1936,  only  13  per  cent  of  the  labour  force  was  covered  by  occupational 
schemes,  and  these  were  largely  in  the  public  sector.  By  1979  the  level 
of  coverage  had  grown  to  51  per  cent.  It  will  be  interesting  to  see  whe- 
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ther  the  new  contracting-out  laws  and  government  guarantees  of  indexing 
stimulate  any  further  growth  in  private  pensions.  The  opportunity  to 
implement  this  new  approach  follows  from  the  relatively  stable  age  struc¬ 
ture  of  the  United  Kingdom's  population.  In  a  younger  population, 
employers  would  have  no  reason  to  opt  out  because  comparable  benefits 
could  be  financed  more  cheaply  by  payroll  taxes. 

The  case  of  the  United  Kingdom  certainly  does  not  give  us  any  reason 
to  expect  that  expansion  of  public  programs  will  frustrate  private  initia¬ 
tives.  The  coverage  and  quality  of  private  benefits  has  increased  consis¬ 
tently  over  the  post-war  period.  The  new  contracting-out  provision  has 
apparently  had  the  effect  of  improving  the  quality  of  benefits  in  private 
plans,  thus  confirming  the  importance  of  a  national  framework  for  an 
effective  private  system. 

HISTORICAL  PATTERNS  IN  SWEDEN 

Sweden  first  introduced  a  small  but  universal  pension  benefit  fin  1913.  As 
was  the  case  with  the  United  Kingdom,  any  further  expansion  of  public 
provisions  waited  until  after  the  Second  World  War.  In  the  meantime,  a 
system  of  occupational  pensions  developed  for  white-collar  workers  and 
achieved  virtually  complete  coverage  of  this  group. 

In  1946  a  National  Basic  Pension  superseded  the  first  universal  bene¬ 
fit.  This  benefit  has  since  grown  to  27  per  cent  of  the  average  wage  in 
manufacturing . 

In  1962  a  National  Supplementary  Pension  was  introduced.  The  imple¬ 
mentation  of  this  program  followed  a  national  referendum  in  which  farmers 
supported  an  expansion  of  the  flat-benefit  program,  blue-collar  workers 
supported  a  system  of  national  insurance,  and  white-collar  workers  sup¬ 
ported  their  established  system  of  employer-sponsored  plans.  The  supple¬ 
mentary  plan  was  subsequently  legislated  based  on  social  insurance  prin¬ 
ciples  and  now  provides  60  per  cent  of  covered  earnings.  The  plan  does 
not  apply  to  relatively  low  levels  of  earnings.  When  combined  with  the 
National  Basic  Pension,  the  average  industrial  worker  receives  65  per  cent 
of  pre-retirement  earnings. 

Up  to  this  time,  there  had  been  virtually  no  coverage  for  blue-collar 
workers  through  private,  occupational,  or  employer-sponsored  schemes. 
In  1973  Swedish  trade  union  organizations  negotiated  a  new  system  of 
private  pensions  which  brought  total  benefits  up  to  75  per  cent  of  final 
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earnings.  The  program  now  applies  to  90  per  cent  of  blue-collar  workers. 
White-collar  workers  continue  to  be  covered  by  their  long-established 
occupational  schemes. 

The  Swedish  case  is  exceptional  in  that  the  development  of  employer- 
sponsored  pensions  for  the  majority  of  wage-earners  followed  the  establish¬ 
ment  of  a  public  system  which  outstripped  the  programs  in  most  other 
countries.  It  would  also  be  interesting  to  know  why  employer-sponsored 
pensions  were  for  so  long  considered  appropriate  only  for  white-collar 
workers.  Whatever  the  cause,  similar  factors  are  apparently  at  work  in 
Italy,  where  occupational  pensions  are  reserved  almost  exclusively  for  the 
more  comfortable  class  of  wage-earner. 

The  development  of  occupational  pensions  in  Sweden  has  followed 
somewhat  different  principles  than  are  common  in  the  United  States  and 
Canada.  An  employer  sponsoring  a  plan  is  able  to  enter  unfunded  pension 
liabilities  on  the  books  of  the  company.  This  'book  reserve'  system  is 
guaranteed  by  a  national  program  of  insurance.  This  facility  may  have 
played  a  role  in  opening  the  way  for  the  new  program  of  occupational 
pensions  for  blue-collar  workers,  and  for  the  resulting  high  rate  of  pri¬ 
vate  coverage. 

HISTORICAL  PATTERNS  IN  THE  UNITED  STATES 

The  population  of  the  United  States  is  already  significantly  older  than 
Canada's.  At  present  11.3  per  cent  of  Americans  are  age  65  and  over, 
compared  to  8.8  per  cent  in  Canada.  The  relatively  younger  age  of  our 
population  might  explain  the  earlier  introduction  of  social  security  measures 
for  old  age  south  of  the  border,  but  the  lower  level  of  private  coverage 
there  flies  in  the  face  of  our  initial  working  hypothesis. 

In  the  period  since  the  Second  World  War,  the  American  social  secur¬ 
ity  system  has  been  expanded  a  number  of  times.  The  changes  have 
resulted  in  more  workers  being  covered  and  increases  in  the  level  of 
covered  earnings.  There  have  been  no  significant  changes  in  the  basic 
structure  of  benefits.  While  the  level  of  coverage  by  private  plans  has 
not  reached  levels  we  might  have  expected  on  the  basis  of  experience  in 
other  countries,  there  has  been  a  steady  expansion  since  the  late  1940s. 
On  the  basis  of  data  which  exclude  the  unemployed  and  part-time  workers, 
the  percentage  covered  moved  from  22.5  per  cent  in  1950  to  48.3  per  cent 
in  1970.  This  suggests  more  substantial  growth  than  has  occurred  in 
Canada. 
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American  experience  does  not  sustain  the  proposition  that  expanding 
social  security  retards  the  development  of  the  private  system.  At  the 
same  time,  we  must  wonder  why  the  level  of  private  coverage  in  the  United 
States  has  not  followed  the  experience  of  other  countries.  It  is  generally 
presumed  that  the  United  States  provides  the  most  hospitable  environment 
for  private  initiative  amongst  western  industrial  countries.  Yet  the  myth 
is  not  supported  by  the  facts  with  respect  to  pensions. 

One  potential  explanation  is  the  relative  weakness  of  unions  in  the 
United  States.  All  of  the  other  countries  examined  have  much  stronger 
trade-union  movements.  This  is  not  to  say  that  union  demands  at  the 
bargaining  table  are  always  the  initial  motivation  for  establishing  a  plan. 
Many  of  the  mature,  contributory  plans  operating  in  Canada  today  were 
introduced  unilaterally  by  employers.  However,  there  can  be  no  doubt 
that  collective  bargaining  deepens  the  quality  of  those  plans  and  tends  to 
spread  coverage  to  smaller  units  in  a  union's  jurisdiction. 

We  might  further  speculate  that  the  relative  importance  of  the  public 
sector  in  our  two  countries  could  have  an  effect  on  comparative  coverage 
levels.  Virtually  all  employees  in  the  public  sector  of  all  industrial  coun¬ 
tries  examined  are  covered  by  occupational  pension  plans.  Two  countries 
with  the  same  age  profile  would  differ  with  respect  to  coverage  on  the 
basis  of  the  relative  scope  of  their  public  sectors. 

If  these  speculative  explanations  of  lower-than-expected  coverage  in 
the  United  States  are  well-founded,  that  country's  experience  need  not  be 
interpreted  as  contradicting  our  general  conclusions.  Furthermore,  the 
defenders  of  the  conservative  axiom  cannot  take  comfort  from  this  example. 
The  level  of  social  security  in  the  United  States  is  associated  with  higher 
levels  of  private  coverage  in  other  countries.  The  current  movement  to 
reduce  publicly  financed  pensions  in  the  United  States  appears  to  be 
motivated  by  something  other  than  clear-cut  evidence  that  the  existing 
program  is  damaging  the  private  sector. 

CONCLUSION 

At  the  outset,  we  established  a  working  hypothesis:  that  the  age  profile 
of  a  country's  population  is  the  most  important  variable  determining  the 
scope  of  both  public  and  private  programs.  The  hypothesis  is  not  sus¬ 
tained  in  this  general  form  by  the  experience  of  other  countries.  There  is 
a  relatively  predictable  relationship  between  age  profile  and  level  of  social 
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security  but  the  level  of  private  coverage  is  more  erratic. 

In  the  countries  which  we  examined  in  more  detail,  there  is  no  super¬ 
ficial  evidence  that  social  security  and  private  coverage  are  mutually 
exclusive  responses  to  an  increasing  requirement  for  retirement  income. 
All  three  countries  experienced  a  steady  growth  of  private  coverage  during 
the  same  post-war  period  when  social  security  arrangements  were  also 
being  expanded.  Although  the  working  hypothesis  is  not  directly  contra¬ 
dicted,  it  is  apparent  that  factors  other  than  age  profile  play  a  more 
important  role  in  determining  the  level  of  private  coverage. 

The  experience  of  Canada,  the  United  States,  and  the  United  Kingdom 
indicates  that  private  coverage  has  grown  to  the  40  per  cent  to  50  per 
cent  range  independent  of  age  and  scope  of  social  security.  We  might 
speculate  that  this  level  of  coverage  arises  from  forces  in  the  labour 
market  during  a  prolonged  period  of  expansion:  the  employers'  require¬ 
ment  to  retain  skilled  and  experienced  workers,  and  the  power  of  unions 
to  enforce  higher  compensation  for  relatively  scarce  labour.  The  exper¬ 
ience  of  Sweden  and  Italy  suggests  that  labour  market  forces  can  be 
blocked  by  a  prejudice  against  occupational  pensions  for  blue-collar 
workers  in  the  private  sector.  Wherever  this  factor  has  impeded  the 
development  of  private  pension  plans,  there  is  a  higher-than-expected 
level  of  social  security  pensions.  The  labour  market  forces  have  not 
actually  been  blocked;  they  have  only  been  diverted. 

A  number  of  European  countries  have  achieved  significantly  higher 
levels  of  private  coverage.  The  experience  of  Sweden  suggests  that  this 
larger  role  can  be  the  result  of  a  centralized  and  pervasive  structure  of 
collective  bargaining.  In  France  it  is  the  result  of  direct  state  interven¬ 
tion.  The  relatively  high  levels  of  private  coverage  in  West  Germany  and 
the  Netherlands  further  indicate  the  importance  of  the  structure  of  collec¬ 
tive  bargaining.  Relatively  low  levels  in  the  United  States  suggest  the 
same  conclusion.  This  potential  explanation  of  variable  levels  of  private 
coverage  might  be  considered  as  a  second-order  effect  of  labour  market 
forces.  It  is  not  unreasonable  to  suppose  that  the  centralization  of  collec¬ 
tive  bargaining  is  often  a  response  to  the  power  of  labour.  However,  the 
experience  of  the  United  Kingdom  reminds  us  that  centralized  bargaining 
does  not  necessarily  follow  the  growth  of  powerful  unions. 

The  experience  of  other  countries  suggests  two  fundamental  conclu¬ 
sions  about  the  prospects  for  pension  reform  in  Canada:  private  coverage 
will  not  expand  beyond  existing  levels  without  state  intervention;  and  the 
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scope  of  public  programs  will  have  to  grow  in  response  to  the  aging  of  our 
population. 

Outside  the  public  sector,  occupational  pension  plans  in  Canada  are 
largely  a  post-war  phenomenon.  In  some  industries  the  introduction  of 
private  plans  was  the  direct  result  of  labour's  demands  being  channeled 
through  the  collective  bargaining  process.  However,  it  was  also  common 
for  employers  to  introduce  pension  plans  unilaterally  and  outside  the 
provisions  of  a  collective  agreement.  Following  the  initial  post-war  rush  to 
construct  a  material  basis  of  hope  for  the  future,  the  level  of  private 
coverage  stabilized.  The  marginal  growth  in  recent  times  is  largely  the 
result  of  the  expansion  of  public  sector  employment. 

When  this  history  is  set  beside  the  expansion  of  public  programs 
which  took  place  in  the  1960s,  many  analysts,  reflecting  the  prejudice  of 
their  conservative  axioms,  leap  to  the  conclusion  that  social  security  has 
blocked  the  'natural'  growth  of  private  initiative.  We  might  more  reliably 
conclude  that  the  labour  market  forces  which  generated  a  system  of  re¬ 
wards  for  long  service  in  the  private  sector  have  been  exhausted.  Work¬ 
ers  who  negotiate  pension  plans  when  they  have  no  serious  prospects  for 
long-term  job  security  are  wasting  their  bargaining  power.  Employers  who 
initiate  pension  plans  in  this  same  context  are  extending  an  illusory  form 
of  compensation.  Without  reform,  a  majority  of  Canadians  will  continue  to 
rely  almost  exclusively  upon  publicly  financed  pensions,  and  an  excessive 
proportion  will  continue  to  qualify  for  income-tested  benefits. 

Anyone  who  adopts  the  conservative  perspective  is  asking  the  rest  of 
us  to  accept  a  permanent  stall  in  the  process  of  pension  reform.  The  main 
issue  is  not  whether  the  primary  responsibility  for  delivering  retirement 
income  should  fall  on  public  programs  or  private  initiative.  It  will  fall  on 
public  programs.  The  more  substantial  issue  is,  'On  what  basis  should  the 
majority  of  Canadians  become  entitled  to  adequate  public  pensions?'  If  we 
resolve  to  implement  a  public  system  which  delivers  earned  rights  for  the 
majority,  we  can  then  approach  on  a  constructive  basis  the  supplementary 
question,  'What  framework  of  regulation  will  secure  a  continuing  role  for 
private  plans?' 

A  private  pension  system  which  is  structured  to  provide  portable 
credits  insulated  against  inflation  is  a  reasonable  form  of  compensation  for 
mobile  workers.  There  is  a  much  larger  market  for  a  system  of  deferred 
wages  than  for  a  system  of  rewards  for  long  service.  If  the  public  system 
is  restructured  to  provide  a  more  equitable  balance  between  earned  rights 
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and  income-tested  benefits,  even  relatively  low-wage  workers  will  enjoy 
fair  incentives  for  participation  in  private  plans.  In  the  absence  of  these 
two  conditions ,  we  cannot  expect  the  private  system  to  expand  or  even  to 
maintain  its  current  position.  In  Canada,  the  private  pension  industry 
does  not  enjoy  the  consequences  of  centralized  collective  bargaining,  and  a 
private  system  imposed  by  the  state  is  at  odds  with  its  own  mythology. 

If  we  discard  the  conservative  axiom  and  recognize  that  the  public 
and  private  systems  develop  in  tandem,  we  may  discover  a  more  construc¬ 
tive  basis  for  reform.  The  specific  structures  which  form  a  national 
framework  for  negotiated  pensions  in  other  countries  are  not  available  in 
Canada,  but  perhaps  there  is  another  way. 

The  process  of  transition  from  a  system  of  rewards  for  long  service 
to  a  system  of  deferred  wages  will  be  difficult.  Many  private  plans  will 
experience  significant  cost  increases  when  portability  and  indexing  are 
imposed.  While  this  awkward  fact  represents  a  barrier  to  reform,  Canada 
has  a  natural  advantage  which  we  should  be  ready  to  exploit  -  the  relative 
youth  of  its  labour  force.  Within  our  present  framework,  the  system  of 
private  pensions  is  not  able  to  realize  the  value  of  that  advantage  but 
alternatives  are  conceivable. 

If  the  level  of  benefits  under  the  C/QPP  is  expanded,  private  plans 
could  be  explicitly  allowed  to  integrate  with  respect  to  all  years  of  service. 
This  approach  may,  at  first  sight,  appear  obnoxious  to  unions  that  have 
bargained  for  stacking  in  the  past.  However,  the  legislation  could  further 
require  that  any  liabilities  and  current  service  costs  released  as  a  result 
be  applied  to  upgrading  private  plans  to  a  national  standard.  The  ap¬ 
proach  could  create  a  national  framework  for  private  pensions  of  enduring 
value  and  a  realistic  financial  basis  for  absorbing  the  cost  of  reform. 
However,  there  is  one  catch.  The  longer  the  process  of  pension  reform  is 
stalled,  the  older  we  will  become.  There  is  a  relentless  law  of  diminishing 
scope  for  mutually  compatible  reform  of  public  and  private  pensions. 


NOTES 

1  The  Social  Planning  Council  of  Metropolitan  Toronto,  Budget  Guides. 

2  In  1982,  the  Statistics  Canada  low-income  cutoff  for  Canada's  larger 
cities  was  $11,716  for  a  couple  and  $8,914  for  a  single  person. 
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The  Decision  Rules: 

Federalism  and  Pension  Reform 

Keith  G.  Banting 


The  decision  rules  which  govern  any  reform  process  are  critical  to  the 
kinds  of  decisions  which  emerge  from  it.  The  rules  which  determine  the 
way  in  which  authority  is  shared  and  the  formal  procedures  through  which 
policy  must  be  formulated  act  as  a  set  of  constraints  on  decisionmakers. 
Such  contraints  are  never  neutral.  They  inevitably  condition  the  ability  of 
different  interests  to  influence  policy  decisions,  smoothing  the  way  for 
some  and  raising  obstacles  to  others.  They  make  some  outcomes  more 
difficult  to  achieve,  others  easier. 

If  the  past  is  any  predictor  of  the  future,  the  decision  rules  which 
govern  the  formation  of  pensions  policy  in  this  country  will  leave  an  indel¬ 
ible  mark  on  the  policies  which  are  formulated  over  the  next  few  years. 
The  key  decision  rules,  for  our  purposes,  are  those  implicit  in  our  federal 
system.  The  constitutional  division  of  authority  between  the  federal  and 
provincial  governments  in  this  field  is  exceedingly  complex,  even  by 
Canadian  standards,  and  ensures  that  major  changes  in  policy  will  have  to 
be  hammered  out  in  the  familiar  process  of  federal-provincial  bargaining. 
The  federal  government's  Green  Paper,  Better  Pensions  for  Canadians, 
pays  remarkably  little  attention  to  the  constraints  imposed  on  it  by  the 
decision  rules,  and  it  is  important  to  highlight  them  more  fully. 

This  paper  therefore  examines  the  constitutional  rules  of  the  game 
and  explores  the  implications  for  the  kind  of  policy  that  is  likely  to 
emerge.  In  particular,  it  assesses  the  federal-provincial  process  on  the 
basis  of  two  important  criteria:  the  openness  of  the  process  to  change 
and  the  prospects  for  uniformity  in  pension  legislation  across  the  country. 
Given  our  decision  rules,  is  the  reform  process  a  flexible  one,  capable  of 

Keith  G.  Banting  is  an  Associate  Professor,  Department  of  Political 
Science,  University  of  British  Columbia. 
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responding  with  reasonable  promptness  to  proposals  for  change?  Or  is 
slowness,  even  immobility,  its  primary  characteristic?  And  secondly,  is 
the  process  capable  of  generating  a  reasonably  uniform  pension  standard 
across  the  country,  or  is  regional  variation  a  more  likely  consequence? 

The  answers  vary  significantly  between  different  sectors  of  the  pen¬ 
sions  field.  This  paper  examines  the  two  major  sectors  -  the  regulation  of 
private  plans  and  the  management  of  public  plans. 

THE  REGULATION  OF  PRIVATE  PENSIONS 

The  regulation  of  occupational  pensions  is  a  shared  endeavour,  with  autho¬ 
rity  divided  between  the  federal  and  provincial  governments.  Policy  in 
this  sector  therefore  evolves  through  the  actions  of  a  variety  of  separate 
governments ,  each  with  its  own  history  and  political  orientations  and  each 
with  the  legal  authority  to  act  independently. 

The  establishment  of  standards  governing  such  plans  is  historically  a 
provincial  responsibility.  A  judicial  decision  confirmed  provincial  authority 
in  this  area  at  the  turn  of  the  century,  although  it  was  not  until  the 
mid-1960s  that  provincial  governments  actually  began  to  establish  regula¬ 
tions  to  govern  vesting,  solvency,  investment  and  disclosure  requirements. 
By  1979,  six  provinces  (Ontario,  Quebec,  Saskatchewan,  Alberta, 
Manitoba,  and  Nova  Scotia)  had  enacted  such  legislation,  and  these  acts 
now  cover  the  large  majority  of  employer-sponsored  plans  in  the  country. 
In  addition,  a  seventh  provincial  government,  New  Brunswick,  introduced 
a  pension-standards  bill  into  its  legislature  during  the  1981-82  session, 
leaving  only  British  Columbia,  Newfoundland,  and  Prince  Edward  Island 
with  no  apparent  commitment  to  regulation  of  private  plans . 1 

The  federal  government,  however,  also  has  a  role  in  this  area.  The 
federal  Pension  Benefits  Standards  Act  governs  sectors  of  the  economy 
subject  to  direct  federal  jurisdiction,  such  as  banking  and  interprovincial 
transportation.  As  well,  Revenue  Canada  establishes  guidelines  for  plans 
seeking  to  qualify  for  deduction  of  contributions  and  exemption  of  invest¬ 
ment  income  under  the  federal  Income  Tax  Act.  Indeed,  prior  to  the 
passage  of  provincial  legislation,  the  only  regulation  of  occupational  plans 
was  that  exercised  by  the  Department  of  National  Revenue,  and  its  regula¬ 
tion  became  more  precise  in  1947  with  the  promulgation  of  a  detailed  set  of 
guidelines.  In  1959-60  the  Department  did  draw  back  on  a  number  of 
questions,  including  vesting,  because  of  growing  uncertainty  about  its 
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constitutional  position.  Interestingly,  the  precise  limits  of  its  authority 
were  never  tested  in  the  courts,  and  National  Revenue  itself  did  not  issue 
a  legal  opinion  on  its  view  of  the  subject.  The  federal  government  simply 
accepted  the  constitutional  paramountcy  of  the  provinces.  Since  then  it 
has  avoided  using  the  Income  Tax  Act  to  alter  substantially  the  regulatory 
environment  in  provinces  which  have  passed  their  own  legislation.  Never¬ 
theless,  the  federal  role  remains  important,  and  the  tax  guidelines  are 
particularly  detailed  on  topics  not  covered  by  provincial  enactment.  More¬ 
over,  for  plans  in  those  provinces  which  do  not  have  pension-benefit 
legislation,  Revenue  Canada  reguires  that  investment  practices  conform  to 
the  federal  standards.2 

This  system  of  multiple-action  points,  in  which  policy  is  set  by 
seven  -  and  potentially  eleven  -  separate  governments,  creates  a  strong 
tension  between  openness  to  change  on  one  hand  and  uniformity  of  pension 
regulation  on  the  other.  Each  government  is  legally  free  to  alter  its 
regulatory  system  as  it  sees  fit;  yet  in  practice,  they  are  restrained  by 
the  actions  of  others.  The  result  is  that  policy  in  this  sector  is  shaped 
by  a  constantly  evolving  intergovernmental  consensus.  Individual  gov¬ 
ernments  occasionally  seek  to  nudge  that  consensus  in  a  new  direction  by 
acting  unilaterally,  but  seldom  do  they  break  radically  with  the  norms 
elsewhere. 

The  constraints  on  unilateral  action  by  individual  governments  spring 
from  several  sources.  First,  the  mobility  of  both  labour  and  capital 
creates  pressures  for  broadly  similar  standards  across  the  country. 
Businesses  which  operate  on  a  nation-wide  basis  strenuously  oppose  reg¬ 
ional  variations  in  pensions  standards  which  would  create  administrative 
complications  for  their  plans.  Moreover,  business  spokesmen  regularly 
warn  provinces  considering  pension  requirements  well  above  the  norm  that 
such  a  policy  would  reduce  the  province's  attractiveness  to  new  investment 
and  might  endanger  existing  pension  benefits.  For  example,  in  1981  the 
Canadian  Life  and  Health  Insurance  Association  warned  Nova  Scotia  against 
adopting  a  particular  policy  proposal  in  the  following  terms: 

where  members  of  such  a  pension  plan  reside  principally  in  Nova  Scotia  the 
employer  may  decide  to  terminate  the  plan  rather  than  bear  these  increased 
costs.  Multi-provincial  employers  may  likewise  decide  to  exclude  employees 
resident  in  the  province  from  their  pension  plans.  Alternatively,  some 
employers  may  amend  their  plans  to  provide  reduced  benefits.3 

Such  pressures  are  reinforced  by  administrative  concerns.  Pension 
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supervisory  authorities  in  the  various  jurisdictions  have  agreed  to  register 
the  pension  plan  of  a  firm  operating  in  a  variety  of  provinces  in  the 
jurisdiction  with  the  most  employees,  and  the  registering  authority  there 
monitors  compliance  with  the  regulations  of  all  other  relevant  jurisdictions 
as  well.  Such  a  system  functions  much  more  efficiently  with  a  broad 
parallelism  in  standards,  and  to  stress  the  need  for  harmonization  in 
pension  regulations,  the  senior  regulatory  officials  established  the  Cana¬ 
dian  Association  of  Pension  Supervisory  Authorities  (CAPSA)  in  1974. 
CAPSA  is  not  a  decisionmaking  body,  and  its  recommendations  are  in  no 
sense  binding  on  governments.  It  is,  however,  a  continuing  bureaucratic 
pressure  for  uniformity,  and  in  the  current  debate  its  own  consensus 
position  (published  in  May  1982)  has  become  the  basic  reform  package 
around  which  wider  political  debate  revolves  (CAPSA  1982). 

These  constraints  do  not  of  course  preclude  change,  and  greater 
diversity  has  crept  into  pension  standards  in  recent  years.  There  are 
actuarial  differences  between  federal  tax  guidelines  and  provincial  legisla¬ 
tion,  as  well  as  differences  among  the  six  provincial  acts  on  a  wide  range 
of  design  issues:  vesting,  minimum  benefits,  disclosure,  funding,  priority 
on  termination,  and  so  on.4  Until  recently,  these  differences  largely 
concerned  details,  but  during  the  1980s  they  have  become  more  significant 
as  several  governments  grow  impatient  with  the  pace  of  the  wider  reform 
process.  Not  surprisingly,  NDP  governments  in  the  west  have  been  the 
most  determined  to  proceed.  In  July  1981  new  regulations  came  into  effect 
in  Saskatchewan,  significantly  advancing  requirements  for  vesting  and 
employer  contributions.  Similarly,  the  Manitoba  government  seems  about  to 
proceed  with  changes  to  its  legislation. 

Nevertheless,  such  unilateral  initiatives  seldom  break  radically  with 
the  requirements  in  other  jurisdictions.  Saskatchewan  was  widely  criti¬ 
cized  for  acting  prematurely;  but  except  for  their  partially  retroactive 
nature,  most  of  its  changes  were  broadly  congruent  with  thinking  else¬ 
where  on  the  reforms  that  should  be  introduced.5  Manitoba  is  a  more 
compelling  case  in  point.  The  chairperson  of  the  Pension  Commission  of 
Manitoba  had  initially  responded  curtly  to  concerns  about  uniformity, 
saying  'this  argument  could  be  used  against  changes  in  such  legislation  at 
any  time.'6  Yet  in  May  1983  the  Commission  proposed  to  proceed  immedi¬ 
ately  with  only  those  recommendations  'which  simply  bring  the  Manitoba 
legislation  into  line  with  those  of  other  provinces,  as  well  as  a  number 
which,  if  the  consensus  of  all  jurisdictions  differs,  could  be  amended  at  a 
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later  date  to  conform  without  causing  serious  problems.'7  More  adventure¬ 
some  recommendations  are  to  be  deferred,  for  up  to  three  years  in  the 
case  of  the  more  expensive  items  such  as  inflation  protection,  for  further 
federal-provincial  discussions. 

Constraints  on  unilateral  action  also  trouble  the  federal  government, 
as  is  clear  from  the  reaction  of  federal  officials  to  proposals  for  mandatory 
private  pension  coverage.  Most  analysts  accept  that  private-plan  coverage 
is  unlikely  to  spread  significantly  on  a  voluntary  basis,  and  proposals  to 
require  all  employers  to  sponsor  pensions  which  meet  specified  standards 
have  been  a  recurring  feature  of  pensions  discussions.  But  the  idea 
always  becomes  ensnared  in  jurisdictional  complexity.  The  report  of  the 
federal  task  force  on  pensions  (the  Lazar  Report)  -  to  take  but  one 
example  -  argued  that: 

mandatory  standard  plans  would  require  a  highly  detailed  federal-provincial 
consensus  -  a  consensus  that  would  be  very  difficult  to  achieve.  Without 
such  a  consensus,  however,  some  jurisdictions  might  require  standard  plans 
while  others  might  not.  Moreover,  standard  plans  might  vary  among  the 
provinces  and  between  the  federal  government  and  the  provinces.  In  that 
event  a  large  administrative  burden  would  be  thrust  on  employers  with  plans 
in  several  jurisdictions.  The  situation  could  become  unworkable.  (Task 
Force  on  Retirement  Income  Policy  1980,  1:217) 

Representatives  of  business  organizations  and  provincial  pensions  officials 
have  emphasized  the  same  problems,  often  in  virtually  identical  language.8 

Thus  the  system  of  multiple-action  points  in  this  sector  sets  up  a 
tension  between  the  openness  of  the  process  to  change  and  uniformity 
across  the  country.  To  the  extent  that  responsiveness  to  proposals  for 
change  predominates,  uniformity  declines.  To  the  extent  that  concern 
over  uniformity  predominates,  the  process  is  seized  up,  awaiting  a  slowly 
evolving  federal-provincial  consensus  which  is  vulnerable  to  the  delaying 
action  of  the  government  least  interested  in  change.  There  is  no  escape 
from  this  dilemma  in  the  real  world  of  pension  legislation  in  Canada. 


THE  MANAGEMENT  OF  PUBLIC  PLANS 


The  decision  rules  governing  public  plans  differ  dramatically  between 
contributory  and  non-contributory  plans,  and  each  must  be  examined 
separately. 
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Contributory  programs:  Canada  and  Quebec  Pension  Plans 


Authority  over  contributory  pensions  is  shared  in  a  tortuous  fashion.  A 
1935  judicial  ruling  clearly  established  that  social  insurance  was  a  provin¬ 
cial  responsibility  and  that  constitutional  amendment  was  required  before 
the  federal  government  could  enter  the  contributory  pension  field.  The 
provincial  governments  agreed  to  the  necessary  amendments  in  1951  and 
1964,  but  only  on  terms  which  assured  them  of  a  continuing  role  in  pen¬ 
sion  politics.  The  amendments  retained  provincial  paramountcy.  Sec¬ 
tion  94A  of  the  BNA  Act  (or  Constitution  Act  as  it  is  now  called)  stipu¬ 
lates  that  no  federal  pension  plan  'shall  affect  the  operation  of  any  law 
present  or  future  of  a  provincial  legislature  in  relation  to  any  such  mat¬ 
ter.'  From  the  outset,  however,  there  was  substantial  uncertainty  about 
the  precise  meaning  of  this  clause,  and  the  provincial  governments  also 
sought  much  more  specific  powers  when  the  Canada  Pension  Plan  was 
established.  In  return  for  provincial  agreement  to  the  1964  constitutional 
amendment,  the  federal  government  had  to  agree  to  write  explicit  provin¬ 
cial  rights  into  the  proposed  pension  bill.  Accordingly,  the  Canada  Pen¬ 
sion  Plan  Act  provides  that  amendments  to  the  plan  must  be  approved  by 
two-thirds  of  the  provincial  governments  representing  at  least  two-thirds 
of  the  population.  In  addition,  the  Act  states  that  any  province  may  opt 
out  and  establish  its  own  plan,  in  which  case  the  CPP  ceases  to  operate 
generally  in  that  province.  This  provision  was  exercised  at  the  outset  by 
Quebec.  It  remains  an  option  for  other  provinces  in  the  future,  and 
Ontario  occasionally  hints  at  such  action  during  bargaining  with  the  federal 
government. 

These  rules  have  created  a  system  of  multiple- veto  points.  First,  the 
federal  government  has  the  authority  to  block  any  change  of  which  it 
disapproves.  Second,  the  requirement  that  two-thirds  of  the  provincial 
governments  must  assent  means  that  any  four  provinces  can,  in  concert, 
block  a  change.  Third,  and  more  importantly,  the  requirement  that  the 
assenting  provinces  represent  two-thirds  of  the  total  population  gives 
special  weight  to  the  largest  provinces.  Ontario  has  a  veto  in  its  own 
right,  and  will  retain  that  power  as  long  as  more  than  one-third  of  Cana¬ 
dians  live  within  its  borders.  In  addition,  the  formula  contains  one  of  the 
most  fascinating  anomalies  in  Canadian  federalism:  Quebec  is  included  in 
the  two-thirds  rule  governing  changes  to  the  CPP,  despite  the  fact  that  it 
operates  its  own  Quebec  Pension  Plan.9  Quebec's  share  of  the  population 
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does  not  entitle  it  to  a  veto  in  its  own  right,  but  Quebec  and  one  other 
smaller  province  could  conceivably  block  a  CPP  amendment  desired  by 
every  other  Canadian  government. 

These  complexities  are  augmented  by  the  relationship  between  the 
Canada  Pension  Plan  and  the  Quebec  Pension  Plan,  which  can  be  thought 
of  as  an  associated  set  of  multiple,  or  dual,  action  points.  Legally  the  two 
plans  are  separate,  but  in  practice  the  same  pressures  for  harmonization 
that  operate  in  the  private  pensions  field  bind  these  two  plans  together.10 
If  the  two  plans  diverged  sharply,  a  host  of  administrative  and  political 
headaches  would  quickly  ensue:  transfer  arrangements  between  the  plans 
for  contributors  moving  into  or  out  of  Quebec  would  be  greatly  complicated 
and  might  simply  collapse;  large  employers  would  need  separate  arrange¬ 
ments  in  the  two  parts  of  the  country,  since  payments  from  the  Canada 
and  Quebec  plans  are  normally  taken  into  account  in  the  design  of  private 

plans;  and  the  public  plan  providing  the  lower  benefits  would  soon  be 

subject  to  public  pressure  to  match  its  more  generous  partner.  To  avoid 
all  of  these  headaches,  pension  planners  in  both  Ottawa  and  Quebec  City 

accept  that  the  Canada  and  Quebec  plans  should  remain  broadly  parallel, 

with  neither  side  making  significant  changes  alone.  These  pressures  are 
not  absolute,  and  minor  differences  between  the  two  do  exist.  Neverthe¬ 
less,  major  changes  are  much  easier  if  initiated  simultaneously. 

In  effect  then,  the  CPP  rules  and  the  pressure  for  parallelism 
between  CPP  and  QPP  create  a  set  of  vetoes:  the  federal  government, 
Ontario,  Quebec,  or  several  combinations  of  other  provinces  can  all  stop 
change.  These  veto  points  slow  the  pace  of  change  and  insulate  pensions 
from  the  pressure  to  expand  inherent  in  modern  democratic  politics.  While 
advocates  of  expansion  must  carry  the  day  in  Ottawa  and  in  Quebec  City, 
Toronto,  and  at  least  five  more  provincial  capitals,  opponents  of  expansion 
need  win  in  only  one  of  the  three  major  sites.  So  far,  the  Ontario  gov¬ 
ernment  has  proven  particularly  receptive  to  the  opponents  of  expansion, 
for  reasons  considered  below. 

Ontario's  opposition  has  been  reinforced  by  a  more  general  provincial 
interest  in  resisting  a  major  liberalization  of  CPP  benefits.  In  many  coun¬ 
tries,  including  the  United  States,  political  pressures  shifted  pension  plans 
increasingly  to  a  pay-go  basis,  as  politicians  increased  benefits  without 
making  comparable  increases  in  contribution  rates.11  In  Canada,  however, 
federal  dynamics  restrain  such  pressures.  In  order  to  gain  provincial 
agreement  to  the  constitutional  amendment  needed  to  establish  the  CPP,  the 
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federal  government  also  had  to  abandon  its  initial  preference  for  a  pay-go 
system  and  adopt  a  partially  funded  one,  with  the  large  surpluses  that 
would  build  up  in  the  early  years  to  be  loaned  to  the  provincial  govern¬ 
ments  on  favourable  terms.  As  the  CPP  Advisory  Committee  noted  in  1975, 
'the  CPP  has  become  the  backbone  of  provincial  debt  financing,'  contribu¬ 
ting  at  that  time  more  than  30  per  cent  of  total  provincial  borrowing  (CPP 
Advisory  Committee  1975,  7-8  and  Appendix  4).  But  the  day  of  reckoning 
draws  near.  With  the  number  of  beneficiaries  now  growing  rapidly,  the 
amount  available  for  loans  to  the  provinces  is  dwindling.  Current  projec¬ 
tions  suggest  that  after  1985  the  provinces  will  have  to  pay  more  in  inte¬ 
rest  payments  to  the  CPP  Investment  Fund  that  they  can  take  out  in  fresh 
loans ,  establishing  a  negative  cash  flow  that  will  accelerate  rapidly  after 
1992.  In  this  situation,  provinces  have  a  vested  interest  in  opposing  any 
major  liberalization  of  CPP  benefits  that  would  speed  up  the  repayment 
timetable. 

Provincial  borrowing  from  the  CPP  fund  is  often  criticized  on  the 
grounds  of  equity  (as  unfair  to  pensioners),  or  economics  (as  an  ineffi¬ 
cient  allocation  of  capital),  or  both.  But  the  impact  on  the  political  incen¬ 
tives  built  into  the  pension  system  are  often  neglected.  As  long  as  pro¬ 
vincial  governments  are  concerned  to  preserve  their  borrowings,  they  have 
an  incentive  to  insist  on  strong  financing  for  any  future  liberalization  of 
benefits.  The  politician's  natural  pleasure  at  being  able  to  raise  pension 
payments  is  more  immediately  constrained  by  the  equally  natural  pain  of 
having  to  raise  contribution  rates.  These  incentives  do  not  always  pre¬ 
dominate,  as  the  enrichment  of  CPP  benefits  in  the  early  1970s  indicates. 
Nevertheless,  one  is  left  wondering  whether  the  current  financial  basis  of 
the  American  social  security  system  might  not  be  stronger  if  the  decisions 
of  the  last  50  years  had  been  made  according  to  Canadian-style  decision 
rules. 

Thus  federal-provincial  politics  constitute  a  conservative  force  in 
contributory  pensions.  The  decision  rules,  compared  to  the  regulation  of 
private  pensions,  do  maintain  greater  uniformity  across  the  country, 
although  even  here  there  are  differences  between  the  Canada  and  Quebec 
plans.  But  the  multiple-veto  points  and  borrowing  rules  slow  down  the 
pace  of  change.  In  the  contemporary  era,  this  has  worked  against  advo¬ 
cates  of  an  expanded  CPP.  In  the  future,  however,  as  funding  shortfalls 
develop,  the  multiple-veto  points  might  well  begin  to  work  against  those 
who  would  prefer  to  reduce  benefits  rather  than  raise  contributions. 
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Non-contributory  plans 


The  lack  of  political  flexibility  in  the  C/QPP  system  also  has  important 
indirect  consequences  for  other  major  public  pensions. 

The  federal  government  enjoys  an  untrammelled  right  to  operate 
non-contributory  programs  such  as  Old  Age  Security  (OAS)  and  the 
Guaranteed  Income  Supplement  (GIS).  There  is  some  debate  whether  the 
constitutional  grounding  for  these  programs  is  to  be  found  primarily  in 
Section  94A  of  the  constitution  or  in  the  general  spending  power  (Banting 
1982,  52-4;  Cameron  and  Dupre  1983,  esp.  357-8).  But  in  combination, 
the  two  leave  little  doubt  about  the  federal  authority  here.  (Nor  is  there 
doubt  about  the  right  of  provincial  governments  to  provide  supplements, 
which  six  provinces  do.)  As  a  result,  the  OAS-GIS  package  applies 
uniformly  across  the  country,  and  there  are  no  formal  federal-provincial 
constraints  to  slow  down  changes  in  it. 

One  result  is  that  these  programs  have  retained  a  larger  role  in  the 
system  than  many  people  envisaged  two  decades  ago.  The  institutional 
barriers  to  change  in  the  CPP  have  tended  to  raise  the  political  importance 
of  the  OAS-GIS  instruments.  Federal  parties  simply  cannot  make  election 
promises  to  increase  CPP  benefits;  at  best  they  can  promise  to  try.  In 
contrast  to  British  parties,  which  made  reform  of  contributory  pensions  a 
central  issue  in  every  election  between  1959  and  1974,  Canadian  parties 
have  been  largely  silent.  Electioneering  has  been  focused  even  more 
intensely  on  exclusively  federal  programs,  particularly  the  GIS,  as  the 
1980  election  demonstrated.  A  $35  increase  in  the  monthly  supplement  was 
almost  the  only  concrete  election  promise  made  by  the  Liberal  Party,  and 
the  increase  was  actually  being  paid  out  within  months  of  its  victory, 
something  that  simply  could  not  happen  with  the  CPP. 

Indeed  there  is  a  subtle  irony  in  all  of  this.  When  the  GIS  was 
introduced  in  the  mid-1960s,  it  was  seen  as  a  transitional  mechanism  to 
help  elderly  people  who  had  little  else  but  the  OAS  payment  to  live  on  and 
who  would  not  benefit  from  the  CPP  being  introduced  at  about  the  same 
time.12  The  role  of  the  supplement  was  expected  to  diminish  sharply  as  the 
CPP  matured,  and  in  part  this  is  happening.  However,  the  GIS  has  also 
taken  on  a  new  and  unintended  importance.  As  a  result  of  its  enrichment, 
the  GIS,  together  with  the  various  provincial  top-ups,  has  become  the 
strongest  weapon  in  the  arsenal  of  those  opposed  to  further  expansion  of 
the  CPP  or  to  mandatory  private  coverage.  Such  initiatives,  the  critics 
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point  out,  would  be  of  limited  help  to  low-income  Canadians:  they  would 
have  to  pay  higher  contributions  now,  but  their  benefit  increases  would  be 
offset  in  part  by  the  decline  in  their  GIS  supplement  (see,  e.g.,  Whalley- 
Hamilton  in  this  volume).  In  effect,  GIS  has  ceased  to  be  a  purely  trans¬ 
itional  mechanism,  and  it  increasingly  looks  like  a  political  barrier  to 
further  growth  of  the  CPP. 

In  summary,  then,  the  rules  which  govern  the  pension  reform  process 
are  complex  and  vary  from  sector  to  sector.  Moreover,  they  have  major 
implications  for  two  important  dimensions  of  the  system:  openness  to 
change  and  uniformity  across  the  country.  The  multiple-action  points 
governing  regulation  of  private  plans  create  an  ongoing  tension  between 
openness  and  uniformity,  while  the  multiple-veto  points  in  the  C/QPP 
system  ensure  a  higher  level  of  uniformity,  slow  change  and  help  to  aug¬ 
ment  the  role  of  the  non-contributory  programs  in  the  public  sector  of  the 
retirement  income  field. 

THE  EMERGING  GOVERNMENTAL  CONFLICT 

Given  divided  authority  over  pensions,  final  policy  decisions  will  be  ham¬ 
mered  out  in  a  familiar  process  of  federal-provincial  bargaining.  To  under¬ 
stand  the  institutional  dynamics  of  the  process  and  assess  the  prospects 
for  the  future,  it  is  essential  to  look  at  the  orientations  of  the  key  gov¬ 
ernments  at  the  table,  especially  Quebec,  Ontario,  and  the  federal  govern¬ 
ment. 

Quebec  governments  have  proven  to  be  champions  of  public  sector 
expansion  ever  since  the  establishment  of  contributory  public  pensions  in 
the  1960s.  Quebec  was  the  only  province  firmly  committed  to  introducing 
its  own  plan  at  that  time,  and  it  exercised  an  expansionist  pressure  on  the 
design  of  the  plans  that  came  into  effect  (Bryden  1974,  Simeon  1972). 
Since  then,  Quebec  has  often  pressed  for  enrichment.  Despite  the  pres¬ 
sures  for  parallelism  between  the  two  plans,  it  proceeded  first  with  expan¬ 
sion  in  the  early  1970s,  and  the  Quebec  benefits  for  survivors  and  the 
disabled  are  significantly  higher  than  those  paid  by  the  CPP.  Quebec 
remains  a  champion  of  a  public  sector  response  to  retirement  income  needs 
in  the  1980s.  The  report  of  the  province's  own  expert  commission,  known 
as  the  COFIRENTES+  Report,  recommended  an  expansion  of  the  QPP  suffi¬ 
cient  to  make  it  the  basic  pension  vehicle  for  the  working  population, 
together  with  a  financing  formula  that  would  achieve  greater  redistribution 
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from  high-  to  low-income  earners.13  The  basic  thrust  of  the  report  was 
well  received  within  Quebec  political  circles. 

Both  politics  and  economics  conspire  in  pointing  to  such  a  response. 
On  the  political  front,  the  QPP  plays  an  important  role  in  Quebec  nation¬ 
alism.  Essentially  it  is  seen  as  an  instrument  for  reducing  Quebecers' 
dependence  on  the  ’foreign'  financiers  of  English  Canada  and  the  United 
States.  It  was  Quebec,  not  the  other  governments,  that  insisted  on  par¬ 
tial  funding  of  the  plans  at  the  outset  so  as  to  generate  a  pool  of  public 
capital  for  economic  development  in  the  province.  The  agency  that 
manages  the  fund,  the  Caisse  de  depot  et  de  placement  du  Quebec,  has 
emerged  as  a  critical  purchaser  of  Quebec  government  bonds  and  the 
owner  of  the  largest  portfolio  of  common  stocks  in  Canada.  For  Quebec 
nationalists,  the  Caisse  is  a  symbol  of  the  growing  French-Canadian  role  in 
the  world  of  finance,  a  world  hitherto  dominated  by  anglophones;  any 
expansion  of  pensions  should  definitely  come  through  the  QPP,  which 
channels  funds  into  the  Caisse,  rather  than  through  private  plans,  which 
channel  capital  into  private  financial  institutions.  Economics  tend  to  re¬ 
inforce  this  political  preference.  Pension  contributions  channelled  through 
the  private  sector  often  leave  the  province  in  order  to  seek  a  higher  rate 
of  return  elsewhere.  Funds  channelled  through  the  Caisse,  on  the  other 
hand,  can  be  reserved  for  investment  in  the  province. 

The  governing  Parti  Quebecois  is  naturally  responsive  to  this  logic. 
As  a  critical  and  stable  purchaser  of  Quebec  government  and  Hydro- 
Quebec  bond  issues,  the  Caisse  can  act  as  a  moderating  influence  in  the 
market  during  times  of  political  tension,  as  in  the  period  following  the 
election  of  the  Parti  Quebecois  in  November  1976. 14  Such  a  financial 
cushion  would  be  important  in  any  drive  to  separation.  In  addition,  an 
expanded  QPP  would  also  fit  the  party's  'social  democratic'  leanings.  While 
the  economic  recession  has  increasingly  narrowed  the  government's  freedom 
to  manoeuvre  and  led  to  cuts  in  public  services,  the  Parti  Quebecois  is 
still  broadly  supportive  of  public  pensions.  The  government  is  interested 
in  reforms  to  private  plans  to  ensure  greater  portability  and  so  on.  But 
its  primary  reliance  is  on  the  public  sector.  In  the  summer  of  1982  the 
ministers  of  Finance  and  of  Social  Development  indicated  that  legislation  to 
expand  the  QPP,  by  enriching  benefits  and  strengthening  the  financial 
base,  was  imminent.15 

Since  then,  the  legislation  has  been  repeatedly  delayed  for  two  rea¬ 
sons.  Legally,  Quebec  does  have  the  power  to  act  unilaterally.  But,  as 
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noted  earlier,  there  are  important  pressures  on  the  province  to  act  in 
concert  with  the  CPP.  Throughout  1982,  Minister  of  Finance  Jacques 
Parizeau  repeatedly  emphasized  the  need  for  'une  certain  harmonisation  des 
deux  regimes'  to  preserve  labour  mobility  between  provinces.16  Moreover 
the  pervasive  effects  of  economic  recession  raise  the  dangers  of  unilateral¬ 
ism  significantly.  Given  comparative  production  costs  in  Quebec  and  the 
rest  of  the  country,  even  the  Parti  Quebecois  would  be  nervous  about  a 
major  expansion  of  the  QPP  unless  co-ordinated  with  comparable  changes  in 
the  CPP.  Thus  Parizeau  insisted  that  'il  y  aura  negotiation,  et  dans  les 
negotiations,  il  y  aura  partiellement  un  compromis. 117  Nevertheless,  the 
Quebec  regime  would  enter  such  negotiations  instinctively  inclined  towards 
a  public  sector  response  to  retirement  income  needs. 

Ontario,  on  the  other  hand,  instinctively  leans  in  the  opposite  direc¬ 
tion.  The  conservative  ideology  of  the  Progressive  Conservative  party, 
which  has  formed  the  government  continuously  since  1943,  reinforced  by 
the  influence  of  the  private  pension  industry,  which  is  largely  headquar¬ 
tered  in  that  province  and  has  close  connections  with  provincial  officials, 
has  made  Ontario  a  persistent  champion  of  the  private  sector.  During  the 
1960s,  Ontario  would  have  preferred  to  mandate  an  expansion  of  private 
plans  rather  than  establish  the  CPP.  When  that  option  failed,  it  argued 
that  any  public  plan  should  provide  only  minimum  benefit  levels  in  order  to 
leave  ample  scope  for  private  plans  and  that  the  benefits  should  be  closely 
tied  to  actual  contributions,  since  too  generous  a  benefit-contribution  ratio 
might  also  discourage  the  growth  of  private  plans  (Bryden  1974).  While 
the  Ontario  government  was  not  particularly  happy  with  the  form  which  the 
CPP  finally  took  in  1965,  its  success  in  gaining  a  veto  over  future  amend¬ 
ments  to  the  plan  has  left  it  in  a  much  stronger  position  to  guard  against 
any  major  expansion  of  public  contributory  pensions. 

Ontario  did  accept  enrichment  of  CPP  benefits  in  the  early  1970s,  but 
since  then  its  opposition  has  stiffened.  The  province  has  by  far  the 
biggest  CPP  debt,  and  the  prospect  of  repayment  is  daunting,  especially 
given  the  province's  serious  and  seemingly  intractable  deficit.  As  the 
Ontario  Treasury  pointed  out  sternly  in  1976,  the  earlier  round  of  benefit 
improvements  meant  that  the  fund  would  run  down  earlier  than  anticipated, 
accelerating  the  point  at  which  Ontario  would  have  to  repay  (Ontario  1976). 
The  government's  initial  response  was  a  campaign,  launched  by  then 
Treasurer  Darcy  McKeough,  for  a  fully  funded  CPP  (Ontario  1977).  But 
this  drive  was  quickly  impaled  on  the  horns  of  a  classic  dilemma  for  pen- 
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sion  conservatives.  A  fully  funded  CPP  would  take  trillions  of  dollars  out 
of  the  economy  and  put  them  in  government  hands,  creating  a  potent 
instrument  of  political  control  over  the  economy.  During  the  late  1970s 
Ontario  officials  sought  to  avoid  the  problem  by  devising  mechanisms  to 
channel  the  money  into  private  investment  institutions.  Yet  the  Ontario 
financial  community  was  not  reassured.  Investment  spokesmen,  the 
Toronto  Stock  Exchange,  and  others  expressed  grave  reservations,  and 
their  fears  were  later  echoed  by  the  province's  own  Royal  Commission  on 
the  Status  of  Pensions  (1980,  5:  ch.  7).  In  light  of  the  opposition, 
Ontario  backed  off  and  began  to  support  operating  the  CPP  largely  on  a 
pay-go  basis,  but  with  a  contingency  fund  egual  to  twice  the  estimated 
annual  benefit  and  administration  cost.  The  official  purpose  of  such  a 
'contingency  fund'  would  be  to  absorb  any  unanticipated  costs  and  smooth 
the  escalation  of  contribution  rates.  Conveniently,  however,  the  fund 
would  also  mean  that  the  provinces  would  not  have  to  repay  the  borrowed 
capital,  perhaps  ever.18 

In  addition,  Ontario  continues  to  oppose  an  enrichment  of  CPP  bene¬ 
fits.  To  drive  its  point  home,  it  vetoed  a  benefit  change  proposed  by  the 
federal  government  in  1977.  Known  inelegantly  as  the  'child-rearing 
drop-out  clause',  the  provision  was  designed  to  benefit  people  who  with¬ 
drew  temporarily  from  the  labour  force  to  raise  children  by  allowing  them 
to  disregard  that  period  in  the  calculation  of  average  lifetime  earnings. 
Ontario  argued  that  the  proposal  would  generate  unacceptable  redistribu¬ 
tion  among  groups  of  beneficiaries,  but  the  veto  was  also  a  warning  to  the 
federal  government  about  the  evolution  of  the  CPP  generally.  The  provin¬ 
cial  Treasurer  of  the  day  warned  that  'Ontario  will  . . .  not  let  the  CPP 
degenerate  into  another  federally-administered  welfare  plan.'19  The  res¬ 
ponse  from  women's  groups  to  the  1977  veto  was  so  overwhelmingly  hostile 
that  Ontario  recently  dropped  its  opposition  and  the  clause  came  into 

effect.  But  the  basic  approach  has  not  changed:  the  CPP  should  not  be 

a  tool  of  income  redistribution,  and  the  private  sector  should  be  the  pri¬ 

mary  vehicle  of  retirement  saving.  During  the  1980s,  the  province  has 
focused  its  proposals  on  improvements  in  existing  private  pensions,  and  its 
recommendations  have  been  largely  congruent  with  the  broad  consensus 

within  the  private  pension  industry.20  Ontario  proved  to  be  more  suppor¬ 
tive  of  the  excess-interest  approach  to  inflation  protection  than  industry 
has  been,  but  even  here  the  Treasurer  has  been  cautious,  and  his  officials 
privately  anticipate  a  phased-in  approach.  The  historic  alliance  between 
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the  Ontario  government  and  the  private  sector  remains  intact.  As  an 
internal  document  prepared  by  the  province's  own  pension  officials  sum¬ 
marized  the  situation: 

Ontario:  Champion  of  the  Private  Sector.  Ontario,  through  its  treasurer, 

has  been  the  principal  government  voice  supporting  the  private  pension 
system.  The  private  sector  looks  to  Ontario  for  support  on  pivotal  pension 
issues  which  could  determine  the  balance  of  government/private  sector 
pensions.  (Ontario  1982,  7) 

As  the  champion  of  a  private  sector  policy,  Ontario  is  armed  with  the 
impressive  power  of  an  absolute  veto  over  any  expansion  of  the  CPP. 
Yet,  as  in  the  case  of  Quebec,  a  host  of  political  pressures  constrain 
Ontario's  capacity  to  invoke  its  clear  legal  powers.  In  the  first  place, 
public  opinion  in  the  province  often  appears  sympathetic  to  a  public  sector 
response.  As  former  Treasurer  Miller  lamented  when  addressing  an  audi¬ 
ence  of  financiers,  'one's  flexibility  (in  federal-provincial  negoations)  is 
influenced  far  less  by  one's  peers  around  the  table  than  by  your  constitu¬ 
ents  back  home;'  and  on  mainstreet  Ontario,  'there  is  little  knowledge  that 
there  is  an  alternative  solution  to  expanding  the  CPP.'21  Vetoing  better 
public  pensions  could  be  politically  tricky,  even  in  Ontario.  Furthermore, 
the  provincial  government's  room  for  manoeuvring  has  been  reduced  by  its 
indebtedness  to  the  CPP.  If  other  governments  were  to  make  expansion  of 
the  plan  a  precondition  of  a  financing  formula  which  would  postpone  repay¬ 
ment,  Ontario  would  face  three  unpalatable  choices:  to  acquiesce,  to  veto 
the  changes  and  repay  the  debts,  or  to  withdraw  from  the  CPP  altogether. 

To  avoid  such  a  dangerous  situation,  Ontario  does  not  want  to  be  left 
politically  isolated  and  exposed.  The  support  of  even  three  or  four  other 
provinces  would  provide  much  greater  political  flexibility,  and  in  June  1981 
the  Ontario  Treasurer  accordingly  launched  a  drive  to  build  a  broader 
interprovincial  coalition  in  favour  of  his  approach.  He  convinced  his 
provincial  counterparts  to  establish  a  joint  working  party  on  pension 
reform,  arguing  that  unless  they  could  establish  an  interprovincial  consen¬ 
sus,  Ottawa  w7ould  employ  what  he  called  'the  old  divide-and-conquer 
method'  and  impose  its  views.22 

The  initial  response  of  the  other  provinces  to  the  Ontario  message 
was  reasonably  sympathetic.  The  electoral  defeat  of  the  New  Democratic 
government  of  Saskatchewan  in  1982  removed  Ontario's  major  provincial 
opponent,  although  Manitoba  may  come  to  fill  the  void.  British  Columbia  - 
the  only  other  province  to  oppose  the  child-rearing  provision  in  1977  - 
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soon  came  out  against  expansion  of  the  CPP  other  than  perhaps  the  minor 
step  of  completing  the  increase  in  maximum  pensionable  earnings  to  the 
average  industrial  wage  more  quickly  than  presently  planned;  and  Alberta 
seemed  similarly  inclined.23  The  Atlantic  provinces  are  usually  cross- 
pressured  in  this  area.  Private  pension  coverage  is  particularly  low  in 
that  region,  and  only  the  CPP  can  readily  respond  to  pension  needs  there. 
Yet  the  provincial  governments  in  eastern  Canada  are  decidedly  nervous 
about  any  acceleration  of  the  debt  repayment.  While  these  provinces  have 
traditionally  not  played  an  active  role  in  national  pension  politics,  they 
have  begun  to  develop  a  more  independent  position  in  the  1980s.  New 
Brunswick  has  introduced  legislation  governing  pensions  for  the  first  time, 
and  Nova  Scotia  set  up  its  own  royal  commission  on  pensions.  The 
Atlantic  provinces  thus  remain  important  swing  elements  in  the  struggle  for 
allies  in  the  intergovernmental  forum. 

The  final  key  player  at  the  bargaining  table  is  the  federal  govern¬ 
ment.  Since  the  1940s  the  federal  government  has  tended  to  play  an 
expansionist  role  in  welfare  politics.  Indeed  most  federal  officials  are 
convinced  that  many  of  the  important  social  advances  of  the  last  forty 
years  would  not  have  occurred  without  federal  intervention,  and  they 
regard  a  continuing  social  role  for  Ottawa  as  critical  to  the  federation. 
First,  the  federal  government  sees  itself  as  the  ultimate  guarantor  of 
broadly  equal  treatment  of  Canadians  in  all  parts  of  the  country;  without 
various  federal  measures,  standards  of  social  services  would  diverge  much 
more  dramatically  in  rich  and  poor  regions.  Second,  the  federal  govern¬ 
ment  regards  income  security  as  an  instrument  for  sustaining  its  own 
political  legitimacy  and  power  within  the  federal  system.  Virtually  every 
other  community  and  social  service  is  provincially  delivered,  making  income 
security  the  only  direct  link  between  Ottawa  and  individual  citizens,  be¬ 
sides  taxation,  that  is.  Ottawa,  therefore,  has  a  clear  incentive  to  main¬ 
tain  a  vigorous  role  in  income  security,  one  of  its  major  weapons  in  the 
continuing  struggle  for  the  loyalties  of  Canadians. 

These  dimensions  of  the  federal  role  incline  it  instinctively  towards  a 
public  sector  response  to  pension  needs.  Relying  on  private  pensions 
passes  the  key  decisions  to  the  provincial  governments,  forcing  Canadians 
to  look  once  again  to  provincial  solutions  to  their  most  important  personal 
problems.  Moreover,  such  an  approach  would  almost  certainly  fail  to 
provide  broadly  equal  protection  across  the  country.  Because  private 
pension  coverage  varies  sharply  between  rich  and  poor  regions,  only  a 
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mandatory  system  would  provide  anything  like  comparable  standards  across 
the  country.  But,  as  noted  earlier,  federal  officials  tend  to  be  skeptical 
about  the  prospects  of  obtaining  a  sufficiently  broad  federal-provincial 
consensus  to  make  such  a  policy  effective  on  a  nation-wide  basis.  In 
addition,  the  federal  government  is  not  deeply  in  debt  to  the  CPP  fund 
and  can  therefore  be  more  sanguine  about  a  liberalization  of  benefits  and  a 
gradual  transition  to  a  purely  pay-go  basis  for  the  plan.  In  1973,  for 
example,  Ottawa  took  the  lead  in  enriching  the  program,  with  its  own 
proposals  on  indexation  going  much  further  than  even  the  earlier  initia¬ 
tives  of  Quebec. 

Federal  expansionist  instincts  are  counterbalanced,  however,  by 
intergovernmental  and  economic  pressures,  both  of  which  became  increas¬ 
ingly  severe  in  the  early  1980s.  Ottawa  must  cope  with  the  reality  of 
provincial  vetoes,  and  certainly  any  federal  decision  to  press  for  a  major 
expansion  of  the  CPP  would  precipitate  another  dramatic  federal-provincial 
battle.  In  the  pension  politics  of  the  1960s  and  1970s,  the  federal  govern¬ 
ment  tended  to  side  with  Quebec  and  stare  down  Ontario's  objections,  but 
the  latter's  1977  veto  suggests  that  this  has  become  more  difficult.  As  a 
result,  Ottawa  may  come  under  pressure  to  moderate  its  advocacy  role 
somewhat  and  play  a  mediating  role  among  divergent  provincial  views. 

Equally  important  are  economic  constraints.  In  the  early  1980s, 
recession  and  a  swollen  public  debt  shifted  federal  priorities  from  social 
policy  to  economic  development,  and  the  government's  public  expenditure 
plans  called  for  a  decline  in  the  proportion  of  federal  spending  allocated  to 
social  programs  (Canada  1980,  32-3).  Periods  of  economic  crisis  catch 
pension  reformers  within  the  federal  government  in  a  deadly  crossfire.  On 
one  side,  proposals  for  rapid  expansion  of  the  CPP  or  enrichment  of 
private  plans  confront  redoubled  industry  opposition  to  increased  labour 
costs  and  an  insistence  that  reforms  be  phased  in  slowly  over  a  decade  or 
more.  On  the  other  side,  fiscal  restraint  precludes  immediate  increases  in 
OAS  and  the  GIS.  During  1982,  for  example,  the  Minister  of  National 
Health  and  Welfare  repeatedly  asserted  that  a  $750-million  increase  in  GIS 
spending,  a  step  supported  by  virtually  everyone  and  one  that  was  needed 
to  raise  single  pensioners  above  the  poverty  line,  would  simply  have  to 
wait,  in  her  words,  'until  the  economy  is  a  little  better.'24  But  the  dyna¬ 
mics  surrounding  the  introduction  of  the  CPP  in  the  mid-1960s  made  it 
perfectly  clear  that  it  is  politically  impossible  to  promise  a  magnificent 
future  to  the  pensioners  of  2010  while  ignoring  the  poverty  of  the  pen¬ 
sioners  of  the  1980s. 
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These  conflicting  pressures  on  the  federal  government  have  been 
manifest  in  the  continuing  tension  between  Health  and  Welfare  Canada  and 
the  Department  of  Finance.  The  Minister  of  Health  and  Welfare  has  cam¬ 
paigned  strenously  for  enrichment  of  the  pension  system,  putting  particu¬ 
lar  emphasis  on  the  problem  of  coverage.  Formally  the  minister  has  simply 
campaigned  for  a  mandatory  approach,  leaving  open  the  guestion  of 
whether  that  should  be  accomplished  through  an  expansion  of  the  CPP  or 
mandatory  private  coverage  for  all  employees.25  But  the  complications 
facing  mandatory  private  coverage  make  the  CPP  route  much  simpler,  and 
Health  and  Welfare  thus  appears  to  favour  a  package  of  improvements  in 
private  plans  and  significant  expansion  of  the  CPP.  On  the  other  hand, 
the  Department  of  Finance,  which  is  much  more  concerned  about  the  impact 
of  pension  reform  on  economic  recovery  in  general  and  capital  formation  in 
particular,  appears  to  favour  relying  primarily,  if  not  exclusively,  on 
improvements  in  occupational  plans.26 

This  subterranean  conflict  continues  unabated,  despite  the  mediation 
efforts  of  the  Privy  Council  Office.  The  federal  government's  Green 
Paper,  which  finally  emerged  after  many  delays  at  the  end  of  1982,  advan¬ 
ced  specific  proposals  for  the  reform  of  existing  private  plans  but  left 
unresolved  the  major  guestion  of  expansion  of  the  CPP  for  yet  another 
study,  this  time  by  a  parliamentary  committee.  Hard  decisions  were  thus 
effectively  postponed  until  at  least  1984.  In  the  meantime,  the  conflict 
continues,  with  the  Minister  of  Health  and  Welfare  publicly  criticizing  the 
compromise  Green  Paper,  of  which  she  is  a  co-sponsor,  as  'a  conservative 
statement  of  the  real  extent  of  pension  problems  in  this  country.'27 

CONCLUSIONS 

Pension  policy  in  Canada,  as  elsewhere  in  the  western  world,  is  under 
pressure.  Signs  of  imminent  battle  abound.  Numerous  advisory  commis¬ 
sions  have  analysed  the  existing  pension  system  and  highlighted  its  defi¬ 
ciencies;  an  endless  stream  of  expert  conferences  has  debated  the  issues; 
representatives  of  business,  labour,  pensioners,  and  others  press  their 
views  on  government  with  great  urgency;  and  politicians  anxiously  jockey 
for  position.  While  the  depth  of  the  recession  has  slowed  the  momentum 
and  postponed  the  final  battle,  major  political  conflict  over  the  future  of 
pensions  policy  seems  inevitable  during  the  mid-1980s. 

The  complex  decision  rules  which  govern  the  process  of  pension  re- 
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form  in  Canada  ensure  that  this  battle  will  be  fought  out  by  eleven  govern¬ 
ments  and  settled  in  the  familiar,  semi-secret  world  of  intergovernmental 
negotiations.  This  paper  has  sought  to  analyse  the  emerging  governmental 
line-up  which  will  eventually  settle  the  issues.  Moreover,  it  has  argued 
that  the  decision  rules  have  important  implications  for  the  nature  of  pen¬ 
sions  policy  which  is  likely  to  emerge.  In  the  occupational  pensions 
sector,  the  system  of  multiple-action  points  generates  a  tension  between 
openness  to  change  and  uniformity  of  legislation  across  the  country.  In 
the  past,  this  tension  has  been  resolved  largely  in  favour  of  rough  com¬ 
parability  of  standards.  Provinces  have  been  willing  to  postpone  or  modify 
their  preferred  changes  until  an  intergovernmental  consensus  emerged. 
Given  the  slowness  of  the  present  debate,  however,  that  sense  of  govern¬ 
mental  restraint  is  fraying  around  the  edges.  In  the  public  pensions 
sector,  the  system  of  multiple- veto  points  which  governs  the  Canada  and 
Quebec  Pension  Plans  has  so  far  ensured  reasonably  similar  provisions 
nation-wide,  but  it  has  also  dramatically  slowed  the  pace  of  change. 


NOTES 

1  For  a  fuller  discussion  of  the  constitutional  division  of  welfare  in 
Canada,  see  Banting  (1982). 

2  For  discussions  of  the  evolution  of  pension  standards  legislation,  see 
F.M.  Kleiler  (1970)  Canadian  Regulation  of  Pension  Plans  (Washington: 
United  States  Department  of  Labour) ;  and  Royal  Commission  on  the 
Status  of  Pensions  in  Ontario  (1980)  Report  3,  ch.  18. 

3  Canadian  Life  and  Health  Insurance  Association  'Submission  to  the  Nova 
Scotia  Royal  Commission  on  Pensions'  December  1981,  12.  The  Associ¬ 
ation  was  opposing  adoption  of  retroactive  increases  in  employer 
funding  commitments  which  Saskatchewan  had  implemented  in  1981. 
Because  relatively  few  private  plans  were  actually  affected,  the 
Saskatchewan  initiative  had  not  seriously  disturbed  the  pension  in¬ 
dustry,  but  the  CLHIA  was  strongly  opposing  any  spread  of  the  re¬ 
quirement  to  other  jurisdictions. 

4  For  accounts  on  the  extent  of  diversity,  see  the  Royal  Commission  on 

the  Status  of  Pensions  in  Ontario  (1980)  3,  178-81;  'Provinces  drift 
further  apart  on  uniformity'  Financial  Post  March  18,  1981;  and 

Towers,  Perrin,  Foster,  and  Crosby  (1981)  'Regulations  issued  under 
Saskatchewan's  Pension  Benefits  Act'  TPF  &  C  Bulletin  (August). 

5  Ibid. 

6  Letter  of  transmittal  from  Mr.  John  Corp,  Chairperson  of  the  Pension 

Commission  of  Manitoba,  to  the  Hon.  Mary  Dolin,  Minister  of  Labour  and 
Employment  Services,  Government  of  Manitoba,  May  9,  1983.  Also 

Pension  Commission  of  Manitoba  (1983)  'Proposals  for  Amendments  to 
the  Pensions  Benefit  Act'  (March;  revised  edition  May). 

7  Letter  of  transmittal  from  Mr.  John  Corp. 

8  See,  for  example,  the  testimony  of  L.E.  Cloward  of  William  M.  Mercer 
Ltd.  on  behalf  of  the  Board  of  Trade  of  Metropolitan  Toronto  before 
the  Ontario  Select  Committee  on  Pensions,  Proceedings  August  20,  1981, 
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5;  also  the  testimony  of  D.  Stouffer,  Senior  Budget  Advisor,  Ontario 
Ministry  of  Treasury  and  Economics,  Proceedings  January  7,  1982,  16. 
Similar  comments  were  made  by  George  Ford,  Director  of  Pensions, 
Government  of  Saskatchewan,  in  Canadian  Centre  for  Policy  Alterna¬ 
tives,  Policy  Alternatives  (Summer  1981)  4. 

9  Under  the  Canada  Pension  Plan  Act,  an  'included'  province  for  amend¬ 
ment  purposes  refers  both  to  provinces  participating  directly  in  the 
CPP  and  to  a  province  which  has  an  independent  pension  plan  but  which 
has  also  signed  an  agreement  with  the  Minister  of  National  Health  and 
Welfare  to  cover  individuals  employed  within  the  province's  boundaries 
but  in  economic  sectors  under  federal  jurisdiction.  Quebec  has  signed 
such  an  agreement.  Federal  officials  also  point  out  that  because  some 
federal  employees  (e.g.,  RCMP  and  Armed  Forces  personnel)  contribute 
to  the  CPP,  Quebec  qualifies  for  loans  from  the  CPP  Investment  Fund 
and  the  amount,  while  not  large,  exceeds  the  borrowings  of  PEI. 

10  According  to  the  Canada  Pension  Plan  Act,  a  province  which  opts  out  of 
the  CPP  must  establish  a  plan  with  benefits  'comparable  to  those 
provided  under  the  Act.'  It  might  be  argued  that  this  imposes  a  legal 
limit  on  Quebec's  freedom  to  amend  its  plan.  But  in  the  judgement  of 
the  Ontario  Government's  Pension  Policy  Unit,  it  is  doubtful  that  such 
conditions  would  be  effective  'in  the  faced  of  directly  conflicting 
provincial  legislation.  Their  application  would  contravene  the  para- 
mountcy  of  provincial  jurisdiction  as  specified  in  section  94-A  of  the 
BNA  Act.'  ('Brief  of  Federal  and  Provincial  Jurisdiction  in  the 
Pension  Field'  December  4,  1980.) 

11  On  the  evolution  of  the  United  States  system  of  social  security  to¬ 
wards  a  pay-go  basis,  see  M.  Derthick  (1979)  Policymaking  for  Social 
Security  (Washington,  D.C.:  Brookings  Institution). 

12  See,  for  example,  the  comments  of  the  Hon.  Alan  MacEachen,  Minister  of 
National  Health  and  Welfare,  during  the  debate  on  the  second  reading 
of  the  bill  to  establish  the  GIS.  House  of  Commons  Debates,  First 
Session,  27th  Parliament,  10,  especially  10882-4  and  10894. 

13  Quebec  (1978)  La  Securite  Financiere  des  Personnes  Agees  au  Quebec 

(Quebec:  Editeur  officiel) .  The  report  was  particularly  critical  of 

private  plans  and  gave  great  weight  to  ' les  avantages  fondamentaux 
d ' universalite  et  de  securite'  of  the  Quebec  Pension  Plan  (25). 

14  See  Globe  and  Mail,  April  11  and  13,  1981. 

15  'Transcription  du  Discours  de  l'Honourable  Jacques  Parizeau'  l'Uni- 
versite  Laval,  le  20  avril  1982;  'Notes  Pour  Une  Allocation  de 
Monsieur  Denis  Lazure,  Ministre  d'Etat  au  Developpement  Social  du 
Quebec  a  L'Assembee  Annuelle  1982  de  l'Institut  Canadien  de  la 
Retraite'  Ottawa,  11  mai  1982. 

16  'Transcription  du  Discours...',  8. 

17  Ibid.  See  also  the  comments  by  Lazure,  Globe  and  Mail,  May  12,  1982. 

18  See  Royal  Commission  on  the  Status  of  Pensions  in  Ontario  (1980)  5, 
102-3;  also  testimony  of  the  Senior  Pensions  Advisor  to  the  Treasurer 
before  the  Ontario  Select  Committee  on  Pensions,  Proceedings ,  January 
7,  1982,  especially  28-37;  and  the  Select  Committee  on  Pensions  First 
Report  (October  1981),  3. 

19  Hon.  Darcy  McKeough,  'Remarks  to  the  International  Pensions  Confer¬ 
ence'  Grey  Rocks  Inn,  June  13,  1977,  9.  For  a  general  analysis  of 

Ontario's  objections,  see  the  Royal  Commission  on  the  Status  of  Pen¬ 
sions  in  Ontario  (1980)  5,  115-18. 

20  Hon.  Frank  Miller,  Ontario  Budget  1981  (May  19,  1981)  and  'Address  to 
the  Association  of  Canadian  Pension  Management'  (Toronto:  June  10, 
1983);  Ontario  Select  Committee  on  Pensions,  Final  Report  (March 
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1982);  Hon.  William  Davis,  'Address  to  the  Joint  Meeting  of  the 
Toronto  Society  of  Financial  Analysts  and  the  Toronto  Association  of 
Business  Economists'  (Toronto:  April  22,  1982). 

21  Hon.  Frank  Miller,  'Remarks  to  the  Financial  Executives  Institute 
Pension  Conference'  (Toronto:  November  17,  1982).  The  most  thorough 
survey  of  public  attitudes  towards  pension  issues  in  Ontario,  which 
was  conducted  for  the  Royal  Commission  on  the  Status  of  Pensions  in 
Ontario,  tends  to  support  this  view.  See  the  Royal  Commission's 
Report  8,  ch.  2,  19-96. 

22  Globe  and  Mail  July  16,  1981. 

23  British  Columbia,  Ministry  of  Provincial  Secretary  and  Government 
Services  Developing  a  Pension  Policy  for  the  Future  (June  1982);  on 
Alberta,  see  the  Financial  Post,  November  7,  1981. 

24  Hansard ,  November  24,  1981,  13159. 

25  See,  for  example,  'Coverage:  the  key  issue  of  pension  reform',  pre¬ 
sentation  by  the  Honourable  Monique  Begin,  Minister  of  National  Health 
and  Welfare  to  the  Special  Parliamentary  Committee  on  Pension  Reform 
(April  21,  1983). 

26  Certainly  Ontario  officials  see  the  federal  Department  of  Finance  in 
this  light.  See  Ontario  (1982)  6. 

27  Begin,  'Coverage:  the  key  issue  of  pension  reform.' 
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Who  Will  Pay  for  Proposed  Public 
Pension  Reforms? 

Charles  M.  Beach 


INTRODUCTION 

A  number  of  recent  policy  papers  have  initiated  a  public  debate  on  pension 
reform  proposals  and  alternatives.  In  particular,  the  recent  federal  gov¬ 
ernment  Green  Paper  entitled  Better  Pensions  for  Canadians  proposes  some 
extensive  changes  in  the  structure  of  public  and  private  pensions  in 
Canada.  (See  also  Canadian  Association  of  Pension  Supervisory  Authorities 
1982.)  Conseguently ,  it  would  seem  timely  to  examine  these  proposals  in 
some  detail.  A  great  deal  of  public  discussion  is  currently  focused  on  the 
benefits  side  of  pension  reform  and  how  it  relates  to  the  overall  structure 
of  retirement  income  and  needs  of  the  elderly.  In  contrast,  this  paper 
seeks  to  contribute  to  the  debate  by  focusing  on  the  cost  side  of  pension 
reforms.  That  is,  who  ultimately  will  bear  the  financial  burden  of  such 
reforms,  how  great  will  that  burden  be,  and  how  will  it  be  distributed 
through  the  economy? 

Pension  reform  is  now  considered  to  be  an  important  public  issue 
because  of  the  impending  funding  deficits  projected  under  the  current 
regime,  the  perceived  ineguities  in  the  current  system,  and  the  consider¬ 
able  size  of  the  costs  involved.  The  present  public  pension  plan  (Canada 
and  Quebec  Pension  Plans  or  C/QPP  henceforth)  was  set  up  with  the 
expectation  that  its  initially  low  costs  would  be  adjusted  upwards  over  time 
as  the  scheme  reached  long-run  maturity.  The  approaching  maturation  of 
the  plan  thus  reguires  an  upward  revision  of  tax  rates  (Canada  1982,  16). 
In  addition,  the  demographic  prospect  of  a  much  higher  proportion  of 
elderly  relative  to  the  working-age  population  over  the  next  fifty  years 


Charles  M.  Beach  is  an  associate  Professor,  Department  of  Economics, 
Queen's  University,  Kingston,  Ontario. 


210 


suggests  that  pension  costs  may  as  much  as  double  in  relation  to  gross 
national  product  at  current  benefit  rates  (ibid.,  15).  Finally,  numerous 
proposals  have  been  forwarded  for  increasing  and  broadening  current 
benefit  rates  -  for  example,  a  higher  minimum  support  level  and  improved 
protection  of  spouses  -  in  order  to  reduce  poverty  among  the  elderly  and 
to  provide  for  equitable  retirement  opportunities  (ibid.,  ch.  4). 

The  costs  of  the  current  public  pension  scheme  in  Canada  are  fairly 
considerable.  In  1982,  contributions  to  the  C/QPP  based  on  earnings 
totalled  $4.7  billion,  or  2.4  per  cent  of  total  labour  income  (1.4  per  cent 
of  GNP)  (Canada  1983a,  18,  22).  Contributions  to  employer-sponsored 
plans  are  approximately  $10  billion  (Canada  1982,  49).  The  C/QPP  con¬ 
tributions  were  paid  largely  in  the  form  of  a  3.6  per  cent  payroll  tax  on 
covered  earnings  (half  each  by  employer  and  employee).  The  pension 
reforms  being  considered  in  the  Green  Paper  are  predicted  to  cost  an 
additional  1.5  to  2.5  per  cent  of  covered  earnings  for  employer-sponsored 
plans  (ibid.,  45)  or  approximately  $2.6  billion  (in  1982),  and  an  additional 
5.4  to  7.4  per  cent  of  covered  earnings  for  C/QPP  revisions  or  approxi¬ 
mately  $7.1  to  9.7  billion.1  These  figures  of  a  projected  9  to  11  per  cent 
payroll  tax  rate  for  the  C/QPP  in  Canada  may  be  compared,  for  example, 
to  the  social  security  payroll-tax  rate  of  13.4  per  cent  in  1981  for  the 
United  States,  and  thus  may  be  viewed  as  perhaps  representing  conserva¬ 
tive  cost  increases.  With  such  considerable  costs  at  stake,  it  would  seem 
well  worthwhile  to  examine  where  these  costs  are  likely  to  end  up  being 
borne  and  what  some  of  their  economic  consequences  are  likely  to  be. 

In  order  to  undertake  such  an  analysis,  however,  it  is  necessary  to 
have  a  framework  or  view  of  how  payroll-tax  increases  are  borne  in  the 
economy.  There  appear  to  be  several  'conventional  wisdoms'  on  this  issue 
that  bear  examination.  First  is  what  might  be  termed  the  'business  view', 
which  argues  that  the  employer  payroll-tax  contributions  are  additional 
costs  the  employer  must  bear,  and  that  they  correspondingly  reduce  the 
firm's  profits.2  Here,  however,  one  may  distinguish  between  the  legal 

incidence  and  effective  incidence  of  a  tax.  While  the  employer  pays  out 

the  tax  contribution  required  by  law,  he  may  be  able  to  recoup  part  or  all 
of  this  extra  cost  by  raising  the  price  of  his  product  (forward  shifting  of 
the  tax),  or  by  holding  the  line  on  subsequent  wage  increases  below  what 
they  would  otherwise  be  (backward  shifting).  On  the  one  hand,  one  can 
then  identify  what  may  be  called  the  'macro  view',  which  sees  the  employer 

contributions  as  higher  labour  costs  that  are  passed  on  to  consumers 
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through  higher  prices.3  On  the  other  hand,  the  'classical  economics  view' 
sees  the  employers'  portions  of  the  tax  as  higher  labour  costs  (i.e.,  they 
are  deferred  wages  that  are  ultimately  part  of  the  employees'  total  compen¬ 
sation)  that  are  shifted  100  per  cent  back  onto  labour  through  forgone 
wage  increases  (e.g.,  see  Musgrave  and  Musgrave  1976,  404-6).  Clearly, 
one  must  examine  which  of  these  views  is  correct  or  appropriate  before  one 
can  establish  who  will  pay  for  the  proposed  pension  reforms. 

First,  however,  we  turn  to  some  technical  issues  on  pensions  and 
incidence. 

CONTEXT  AND  PERSPECTIVE  OF  THIS  PAPER 

It  is  useful  at  this  stage  to  consider  several  contextual  issues  in  order  to 
place  the  general  analysis  of  this  paper  in  perspective. 

First,  pensions  are  examined  separately  from  the  overall  structure  of 

retirement  incomes.  It  is  fully  recognized  (and  emphasized  in  several 

papers)  that  pensions  are  only  one  component  of  a  retirement  income 
structure  that  includes  transfer  programs  such  as  Old  Age  Security  (OAS) 
and  the  Guaranteed  Income  Supplement  (GIS)  as  well  as  special  tax  bene¬ 
fits.4  However,  the  funding  structure  and  redistributional  patterns  for 
pensions  in  Canada  are  different  from  those  for  other  retirement  income 

programs.  In  order  to  keep  the  analysis  within  manageable  proportions, 

we  will  restrict  the  discussion  just  to  pensions.  It  is  worth  emphasizing, 
however,  that  higher  costs  for  other  retirement  income  programs  are 
expected  alongside  the  higher  costs  of  pensions  projected  for  the  next 
several  decades. 

Second,  we  focus  on  pension  costs  as  distinct  from  benefits.  Certain¬ 
ly  it  can  be  argued  that  the  two  ought  to  be  analysed  together  in  order  to 
examine  net  benefits,  particularly  if  one  takes  an  intertemporal  viewpoint 
of  a  worker's  expected  lifetime  (e.g.,  see  Pesando  and  Rea  1977,  and 
Beach  et  al.  1981).  But  as  Brittain  (1972,  83)  has  pointed  out,  'since  any 
benefit  levels  can  be  financed  by  a  variety  of  tax  structures,  the  latter 
invite  comparison  in  their  own  right.' 

Third,  discussion  is  focused  on  an  analysis  of  public  pension  plans. 
In  the  Canadian  context,  this  means  the  Canada  and  Quebec  Plans  (C/QPP) 
introduced  in  1966.  As  the  figures  above  indicate,  this  is  the  area  where 
the  major  cost  reforms  are  proposed  to  occur.  Being  effectively  a  single 
homogeneous  plan,  it  also  lends  itself  to  a  more  focused  analysis  of  aggre- 
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gate  costs  than  the  separate  and  more  heterogeneous  employer-sponsored 
plans.5  It  is  also  the  focal  point  of  the  debate  on  how  to  support  the 
increasing  proportion  of  elderly  and  retired  in  the  population. 

A  public  pension  scheme  can  be  paid  for  in  a  variety  of  different 
ways.  It  may  be  supported  on  a  'pay-as-you-go  basis',  with  operating 
expenditures  and  current  benefits  paid  out  of  current  taxes.  At  the  other 
extreme,  it  may  be  'fully  funded'  with  current  contributions  that  are 
sufficient  to  fully  cover  all  workers'  future  retirement  benefits  on  an 
actuarial  basis.  In  the  former  case,  redistribution  or  transfers  occur 
between  different  generations  (i.e.,  taxpaying  workers  to  retired  benefi¬ 
ciaries).  In  the  latter  case,  resources  are  transferred  across  time  to 
redistribute  workers'  lifetime  incomes  more  evenly  amongst  their  earning 
and  retired  years. 

The  C/QPP  was  set  up  as  a  'partially  funded'  plan,  with  contributions 
in  the  form  of  a  payroll  tax  building  up  a  fund  in  the  early  years  of  the 
plan,  but  not  able  to  support  expected  benefit  payouts  once  the  plan 
reached  maturity.  This  impending  shortfall  would  have  to  be  made  up 
either  by  moving  towards  a  pay-as-you-go  basis,  or  by  increasing  the 
contribution  tax  rate  and  moving  towards  a  more  fully  funded  system. 

When  successive  generations  are  of  different  sizes,  however,  a  pay- 
as-you-go  scheme  raises  important  issues  of  intergenerational  inequities. 
For  example,  if  the  retired  population  becomes  a  large  fraction  relative  to 
the  working  population,  maintaining  a  given  retirement-benefit  level  im¬ 
poses  a  heavy  burden  on  the  generation  of  earners;  and  maintaining  a 
given  tax  level  reduces  the  per  capita  retirement  benefits  of  the  retired 
generation.6  The  option  proposed  by  the  Green  Paper  is  to  move  towards 
the  funding  route  and  to  increase  by  as  much  as  300  per  cent  the  payroll- 
tax  contribution  rate.  In  light  of  this,  the  analysis  in  this  paper  will  not 
deal  with  intergenerational  costs  associated  with  alternative  financing 
structures.  Instead,  it  will  take  as  given  the  current  and  proposed  fun¬ 
ding  structure  of  the  C/QPP,  and  focus  on  the  current  incidence  of  sup¬ 
porting  the  proposed  contribution  rate  increases.7 

Finally,  this  paper  will  focus  on  the  prospective  labour  market  effects 
of  proposed  tax  changes,  rather  than  savings-investment  issues,  current 
social  security  wealth  debates,  and  appropriate  uses  of  the  C/QPP  fund,  in 
order  again  to  complement  the  discussion  of  others. 

In  summary,  then,  this  paper  undertakes  to  examine  the  labour 
market  effects  and  distributional  incidence  of  increases  in  the  C/QPP  pay- 
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roll- tax  rate  proposed  in  the  recent  Green  Paper  report. 


BACKWARD  SHIFTING:  INCIDENCE  ON  LABOUR 

The  issue  this  section  addresses  is  the  distributional  incidence  of  the 
payroll  tax  which  provides  the  contributions  to  the  C/QPP,  and  particu¬ 
larly  whether  the  employer  portion  of  the  tax  is  entirely  shifted  backwards 
onto  labour.  That  is,  do  employees  bear  the  full  burden  of  the  employer 
portion  of  the  payroll  tax  in  the  form  of  wage  cuts  or  forgone  earnings? 

Evidence  on  backward  shifting 


A  standard  result  in  microeconomics  is  that,  in  a  world  of  competitive 
markets,  the  full  incidence  of  a  universal  payroll  tax  is  shifted  onto  an 
inelastic  supply  of  labour  (Musgrave  and  Musgrave  1976,  404-6;  Boadway 
1979,  ch.  11).  Employers  are  assumed  to  equate  gross  labour  costs  with 
the  marginal  value  product  of  labour.  Gross  labour  costs  in  turn  consist 
of  the  basic  wage  to  labour  along  with  the  employers'  payroll-tax  contribu¬ 
tions.  Figure  1  illustrates  a  demand-for-labour  curve.8  Initially,  in  the 
absence  of  payroll  tax,  demand  is  given  by  D0.  When  the  tax  is  imposed, 
employers  demand  only  amounts  of  labour  given  by  Dx  because  part  of 
gross  labour  costs  has  gone  to  cover  the  payroll  tax,  leaving  less  for  the 
employee  in  basic  wages  for  any  given  level  of  employment.  The  tax 
causes  the  effective  demand  curve  to  shift  down  from  D0  to  Dx.  For  a 
given  gross  wage  W0,  the  quantity  of  labour  demanded  is  reduced  by 
amount  AB  from  L0  to  L1.  For  a  given  level  of  employment  L0,  net  wages 
are  reduced  by  amount  AC  from  W0  to  Wx.  If  there  were  full  shifting 
down  to  D'  by  distance  AC'  for  a  given  employment  level,  then  the  after¬ 
tax  wage  is  reduced  by  Wx'  -  W0  =  Wx'  -  Wx'  (1+t)  =  -tWj),  where  t  is  the 
(proportional)  tax-rate.  If  there  were  no  shifting  of  the  tax,  the  curve 
would  not  shift  at  all,  and  the  after-tax  wage  would  remain  the  same  (at 
W0).  If  there  were  incomplete  or  partial  shifting,  the  curve  shifts  down 
only  part  way,  say  to  Dx,  so  that  AC  =  Wx  -  W0  =  Wt  (1+St)  =  -StWl7 
where  the  fraction  S  is  a  shift  coefficient  indicating  the  degree  of  back¬ 
ward  shifting  of  the  tax:  S  =  0  for  no  shifting,  while  S  =  1  for  full 
shifting . 

The  real  world  is  clearly  more  complex  than  the  initial  hypothesis  of 
complete  shifting  in  a  model  of  perfectly  competitive  markets,  perfect 
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Figure  1 


knowledge  and  no  uncertainty.  Factor  and  product  markets  are  typically 
imperfectly  competitive.  Unions  may  prevent  backward  shifting  by  nego¬ 
tiating  to  maintain  real  disposable  income  net  of  such  taxes,  while  a  firm's 
international  competitive  position  may  hinder  forward  shifting.  Firms  with 
market  leverage  or  following  'cost-plus'  pricing  policies  may  succeed  in 
raising  output  prices  to  shift  some  of  their  portion  of  the  tax  forward  onto 
customers.  The  extent  of  these  shifts  is  likely  to  be  selective  across 
different  industries  and  market  structures  in  the  economy,  and  the  time 
path  of  such  forward  and  backward  shifts  is  likely  to  depend  on  the  stage 
of  growth  of  an  industry  and  the  cyclical  health  of  the  economy.  The 
point  to  be  made,  however,  is  that  the  hypothesis  of  full  shifting  of  the 
payroll  tax  backward  onto  labour  (i.e.,  S  =  1)  is  a  matter  of  empirical 
investigation. 

A  number  of  recent  empirical  studies  have  found  S  to  be  less  than 
one.  Vroman  (1974)  and  Leuthold  (1975)  provide  evidence  based  on  United 
States  aggregate  time-series  data.  Schiller  and  Weiss  (1977),  in  a  cross- 
sectional  study  of  a  large  sample  of  U.S.  workers,  found  that  as  workers' 
pension  benefits  are  higher,  their  current  wages  are  lower.  Beach  and 
Balfour  (1983),  using  aggregate  time-series  data  for  the  United  Kingdom, 
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found  statistically  significant  estimates  of  S  between  0.53  and  0.62. 
Hamermesh  (1979),  using  U.S.  longitudinal  data  on  male  workers  from  the 
University  of  Michigan  Panel  Study  on  Income  Dynamics,  also  obtained 
significant  estimates  that  are  generally  similar  to  these  of  Beach  and 
Balfour.  9 

Long-run  backward  shifting 

The  implied  effects  of  this  shifting  on  wages  and  employment  levels,  how¬ 
ever,  also  depend  on  the  wage  responsiveness  of  the  demand  for  and 
supply  of  labour.  As  shown  in  Figure  2,  while  the  demand-for-labour 
curve  shifts  down  by  amount  AC,  the  actual  wage  reduction  is  only  AD  if 
workers  respond  to  lower  wages  by  reducing  their  labour  supply  (by  the 
amount  L0  -  Li).  More  formally,  what  is  needed  is  information  on  the 
wage  rate  elasticities  of  the  demand  for  and  supply  of  labour  in  the  mar¬ 
ket.  Here  we  try  to  select  reasonable  values  from  the  literature.  Esti¬ 
mated  wage  elasticities  for  the  demand  for  labour  generally  lie  between 
-0.15  for  Hamermesh  (1979)  and  -0.5  for  Clark  and  Freeman  (1980)  for  the 
United  States.  For  Britian,  Beach  and  Balfour  (1983)  obtained  estimates 
between  -0.31  and  -0.38.  In  more  recent  work,  Hamermesh  (1981)  finds 
estimates  for  the  U.S.  of  -0.22  to  -0.47.  For  Canada,  the  employment 
demand  equation  in  the  Bank  of  Canada  (1981)  RDXF  model  has  a  (long- 
run)  wage  elasticity  of  -0.29.  In  our  subsequent  calculations,  we  take  as 
a  reasonable  value  -0.3. 

On  the  supply  side,  estimates  are  rather  heterogeneous.  Ashenfelter 
and  Heckman  (1974),  using  cross-sectional  data,  found  that  for  the  United 
States  the  real  wage  elasticity  of  labour  supply  for  husbands  (aged  25  to 
54)  was  approximately  zero,  while  that  for  wives  (same  age  group)  was 
0.87.  Greenhalgh  (1977,  1979)  found  that  for  Britain  cross-sectional 

estimates  of  the  supply  elasticity  were  0.09  for  men  overall,  0.2  for  young 
men  (aged  15  to  24),  and  1.1  to  1.3  for  married  women.  For  Canada, 
there  appears  to  be  considerable  disparity  of  estimates  and  no  apparent 
consensus  (e.g.,  see  Nakamura  et  al.  1979,  and  Bank  of  Canada  1981). 

Accordingly,  we  shall  consider  incidence  effects  for  two  different 
alternative  supply  elasticity  values:  zero  and  unity,  the  first  being  more 
relevant  for  men,  and  the  second  for  married  women. 

On  the  basis  of  these  selected  elasticity  values,  we  can  now  examine 
the  effect  of  payroll  tax  shifting  back  onto  labour  in  terms  of  both  wage 
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Figure  2 


losses  and  employment.  In  Beach  and  Balfour  (1983),  it  is  shown  that  the 
percentage  reduction  in  wages  as  a  percentage  of  the  tax  change  is  given 
by  pS/(p-n)  where  p  and  n  are  the  wage-rate  elasticities  of  the  demand  for 
and  supply  of  labour.10  Similarly,  the  percentage  reduction  in  employment 
as  a  percentage  of  the  tax  change  is  qp  S/( p-q )  -  Assuming  values  of  S  = 
0.6,  p  =  -0.3,  and  q  =  0  and  1,  Table  1  presents  the  implied  reductions  in 
wage  rates  and  employment.  For  example,  if  the  employer  payroll-tax  rate 
were  to  increase  by  one  percentage  point  (say,  from  1.8  per  cent  to  2.8 
per  cent),  one  would  ultimately  expect  real  wages  to  fall  by  0.60  per  cent 
for  men  and  0.138  per  cent  for  women;  and  also  that  the  employment  level 
for  men  would  remain  unaffected,  while  for  women  it  would  fall  by  0.138 
per  cent.  Not  surprisingly,  the  table  shows  that  prime-age  males  have 
relatively  larger  reductions  in  wages  and  smaller  reductions  in  employment 
than  married  women.  For  males,  the  major  effect  of  the  tax  is  on  wage- 
rate  loss;  while  for  married  women,  it  is  about  equally  shared  between 
wage-rate  losses  and  employment  reduction.  Relative  to  the  original  em¬ 
ployers'  tax,  the  proportion  that  is  actually  shifted  back  onto  labour  is 
about  60  per  cent  for  prime-age  males  and  only  about  14  per  cent  for 
married  women.11  We  would  also  generally  expect  these  figures  to  differ 
slightly  between  union  and  non-union  sectors  of  the  economy,  with  the 


217 


TABLE  1 

Long-run  effects  of  employer  payroll-tax  incidence  on  wages  and  employment 


r|=0 

(for  men) 

n=i.o 

(for  women) 

%  reduction  in 
percentage  of 

wage  rates  as 
tax  rate  change 

60.0 

13.8 

%  reduction  in 
percentage  of 

employment  as 
tax  rate  change 

0.0 

13.8 

figures  being 

slightly  lower  in 

union  than  in  non-union 

sectors,  as  a 

larger  proportion  of  the  tax  would  likely  be  shifted  forward  rather  than 
backward. 

Short-run  dynamics  of  backward  shifting 

The  estimates  considered  so  far  represent  'long-run'  eguilibrium  effects 
obtained  after  the  labour  market  has  settled  down  to  a  new  set  of  taxes. 
How  long  it  takes  to  reach  this  new  equilibrium  and  the  'short-run'  dyna¬ 
mic  adjustments  involved  in  getting  there,  however,  clearly  have  important 
consequences  for  who  bears  the  tax  burden  in  the  interim.  Lags  may 
occur  in  labour  demand  because  of  considerable  employment  adjustment 
costs.  Supply-side  lags  may  result  from  persons  waiting  to  see  whether 
observed  wage  changes  are  'permanent'  rather  than  'transitory'.  And 
wage-adjustment  lags  may  reflect  further  adjustment  costs  and  institutional 
factors  such  as  length  of  current  union  agreements.  Hamermesh  (1980) 
reviews  extensive  evidence  on  these  lag  patterns.  In  the  case  of  labour 
demand,  more  than  half  the  adjustment  is  made  up  within  a  year,  but  not 
within  a  quarter  (Hamermesh  1979).  Supply  adjustments,  on  the  other 
hand,  appear  to  be  very  long;  perhaps  only  two-thirds  occur  within  four 
years  (Kalachek  et  al.  1979).  In  the  case  of  wage  adjustment,  the  average 
lag  may  be  at  least  two  years  (Ashenfelter  et  al.  1972). 12  When  changes 
of  the  payroll-tax  rate  are  involved,  though,  lags  should  be  somewhat 
shorter  since  the  changes  may  be  anticipated  and  will  be  generally  known 
and  viewed  as  permanent.  Thus  Hamermesh  (1979,  1214)  finds  that  for 
males,  'over  80  per  cent  of  the  eventual  fraction  shifted  is  reflected  in 
lower  wages  in  the  first  year  after  any  tax  increase  is  imposed.'  In 
unionized  sectors,  one  would  tend  to  expect  longer  adjustment  lags. 
Nonetheless,  the  clear  point  is  that,  even  if  labour  ends  up  bearing  part 
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of  the  tax  in  an  eventual  equilibrium,  much  of  the  tax  will  be  borne  by 
the  firm  in  the  interim. 

Though  evidence  is  only  tentative,  the  timing  of  the  shift  varies 
cyclically  with  the  health  of  the  economy  as  well.  Preliminary  work  sug¬ 
gests  that  stronger  backward  shifts  occur  in  recessionary  periods  when 
demand  for  output  is  relatively  weak  (Beach  and  Balfour  1983). 

Labour  market  effects  of  employee  payroll  tax 

So  far  this  section  has  considered  only  the  labour  market  consequences  of 
the  employers'  portion  of  the  payroll  tax.  But  what  about  the  employees' 
portion,  which  is  of  equal  size?  Just  as  the  employers'  tax  shifts  the 
demand-for-labour  curve,  could  the  employees'  tax  be  expected  to  shift  the 
supply  of  labour?  Arguments  could  be  made  for  a  shift  in  either  direc¬ 
tion.  The  conventional  view  is  that  a  payroll  tax  made  directly  on  em¬ 
ployees  has  the  standard  wage  effect  corresponding  to  the  wage  elasticity 
of  labour  supply.13  If  the  supply  curve  is  upward-sloping,  then  the 
increased  tax  will  reduce  the  amount  of  labour  offered  in  the  market. 
Younger  workers  may  be  less  willing  to  enter  the  market  or  seek  full-time 
employment.  Older  workers  facing  a  pension  at  age  sixty-five  may  be 
more  willing  to  retire  (Feldstein  1974).  On  the  other  hand,  Gordon  (1982) 
and  Blinder  (1982)  have  recently  argued  that  a  benefits  formula  that 
emphasizes  the  best  years  of  income  can  induce  workers  to  work  additional 
years  rather  than  retiring.  While  such  an  arrangement  is  more  specific  to 
the  U.S.  social  security  system,  there  is  still  some  flexibility  in  calculating 
the  average  of  earnings  ratios  in  the  C/QPP  if  one  works  beyond  age 
sixty-five  and,  in  affecting  maximum  pensionable  earnings  levels,  in  the 
last  three  years  of  work  before  retirement.  Consequently,  among  workers 
close  to  retirement  age,  labour-supply  disincentive  may  be  less  than  the 
full  amount  of  the  standard  wage  elasticity  effect. 

It  is  thus  useful  in  our  analysis  to  distinguish  between  the  labour- 
supply  effect  of  older  vs.  younger  workers.  For  the  latter,  the  conven¬ 
tional  disincentive  effect  is  assumed  to  operate  fully;  while  for  the  former, 
it  operates,  say,  only  80  per  cent.  This  will  be  indicated  in  the  analysis 
by  an  operating  factor,  R,  taking  values  of  1.0  and  0.8  appropriately. 
Since  age  is  now  being  introduced  explicitly,  we  may  also  take  the  supply 
elasticity  for  young  men  to  be,  say,  0.2  rather  than  zero  from  estimates 
cited  above  (Greenhalgh  1979). 
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TABLE  2 

Long-run  effects  of  employee  payroll-tax  changes  on  wages  and  labour 
supplied 


Men 

Women 

Young 

Older 

Young 

Older 

%  change  in 
percentage 

wage  rates  as 
of  tax  rate  change 

40.0 

0.0 

76.9 

61.5 

%  change  in 
percentage 

labour 
of  tax 

supplied  as 
rate  change 

-12.0 

0.0 

-23.1 

-18.5 

On  the 

basis 

of  the  above 

estimates,  one 

can  now 

examine 

the  effects 

of  the  employees'  portion  of  the  payroll  tax  on  wages  and  employment. 
Extending  the  analysis  in  Beach  and  Balfour  (1983),  one  can  show  that  the 
percentage  change  in  wages  as  a  percentage  of  the  tax  change  is  given  by 
-r|R/(p-n)-  Correspondingly,  the  percentage  change  in  labour  supplied  as 
a  percentage  of  the  tax  change  is  PnR/(P-rl)-  The  estimated  numerical 

effects  are  provided  in  Table  2  and  are  interpreted  in  similar  fashion  to 
the  figures  in  Table  1.  The  findings  from  this  table  are  that  (i)  increases 
in  (pre-tax)  wage  rates  are  larger  for  women  and  for  young  workers  (and 
especially  for  young  women);  (ii)  corresponding  labour-supply  withdrawals 
follow  a  similar  pattern;  and  (iii)  the  relative  changes  in  wage  rates  are 
generally  larger  than  those  for  labour  supplied. 

Joint  effects  of  total  payroll  tax 

Finally,  one  is  now  in  a  position  to  be  able  to  combine  the  effects  of  both 
employer  and  employee  portions  of  the  payroll  tax  on  wage  rates  and 

overall  employment  levels.  In  terms  of  Figure  3,  both  labour  demand  and 
labour  supply  curves  have  shifted.  The  initial  equilibrium  occurs  at  point 
A,  whereas  the  final  post-tax  equilibrium  occurs  at  F.  In  comparison,  the 
figures  in  Table  1  correspond  to  a  shift  in  the  labour  demand  alone  and 
thus  to  a  movement  from  point  A  to  point  E.  The  figures  in  Table  2  cor¬ 
respond  to  a  shift  in  the  labour  supply  alone  and  thus  to  a  movement  such 

as  from  E  to  F.  Clearly,  these  are  additive,  so  that  the  combined  labour 

market  effects  are  obtained  from  simply  adding  (algebraically)  the  figures 
in  these  two  tables.14  The  results  are  provided  in  Table  3. 

A  number  of  strong  and  interesting  results  are  clear  from  Table  3. 
The  overall  tax  effects  differ  quite  dramatically  by  age  and  sex.  For 
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Figure  3 


older  men,  the  only  change  is  a  wage  loss  associated  with  the  backward 
shifting  of  the  employers'  tax  onto  the  perfectly  inelastic  labour  supply. 
In  contrast,  young  women  have  a  relatively  high  supply  elasticity,  are 
primarily  affected  by  the  employees'  tax,  and  thus  withdraw  services  from 
the  labour  market.  This  results  in  a  considerably  higher  wage  rate  and 
reduced  labour  supply.  Older  women  experience  a  generally  similar  set  of 
responses,  but  not  guite  as  strong.  In  the  case  of  young  men,  the  wage 
rate  effects  of  the  two  components  of  the  tax  almost  cancel  each  other, 
whereas  the  employment  effects,  though  both  weak,  augment  each  other. 
For  women,  total  wage  payments  rise  in  response  to  the  tax,  while  for  men 
they  decrease  -  quite  markedly  so  for  older  men. 

These  are  the  figures  which  will  be  used  in  a  following  section  which 
evaluates  the  proposed  payroll  tax  increases. 

FORWARD  SHIFTING:  INCIDENCE  ON  CONSUMERS 

So  far,  the  discussion  of  payroll-tax  effects  has  been  carried  on  within  the 
framework  of  a  conventional  demand-supply  model  of  the  labour  market,  and 
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TABLE  3 

Long-run  effects  of  total  payroll-tax  changes  on  wages  and  employment 


Men 

.J 

Women 

Young 

Older 

Young 

Older 

%  change  in 
percentage 

wage  rates  as 
of  tax  rate  change 

4.0 

o 

o 

i 

61.3 

47.7 

%  change  in 
percentage 

employment  as 
of  tax  rate  change 

-19.2 

o 

o 

-36.9 

-32.3 

has  considered  only  backward  shifting  of  the  employer  portion  onto 
labour.  Prices  were  viewed  as  being  held  constant  so  that  nominal  and 
real-wage  changes  were  synonymous.  However,  real-wage  shifting  can 
take  place  through  either  forgone  nominal-wage  increases  or  through 
inflation.  To  establish  this  clearly  involves  estimating  separate  wage  and 
price  equations  within  an  explicit  macroeconomic  framework.  Alternatively, 
unions  may  seek  to  maintain  growth  of  net  (after-tax)  real  wages  and  thus 
resist  any  backward  shifting  efforts  by  firms,  so  that  firms  may  instead 
attempt  to  shift  such  additional  costs  forward  onto  consumers  through 
higher  output  prices.  This  is  the  'macro  view'  cited  in  the  introduction. 
Any  form  of  higher  variable  labour  costs  such  as  an  employer  payroll  tax 
may  be  passed  on  to  consumers,  particularly  if  firms  follow  a  mark-up 
pricing  scheme  in  the  market.  This  view  of  forward  shifting  of  the  tax  is 
the  subject  of  discussion  of  the  current  section. 

Background  on  macro  wage-price  relationships 


Considerable  theoretical  work  has  been  done  on  the  role  of  direct  taxes  on 
inflation15  and  on  the  relationships  linking  wages  and  prices  in  the  context 
of  an  expectations-augmented  Phillips  curve  model.16  However,  the  basic 
intuition  is  straightforward.  Employers'  payroll  tax  is  an  additional  cost  of 
doing  business  that  shifts  up  firms'  marginal  and  average  cost  curves. 
According  to  a  flexible  mark-up  scheme,  output  prices  may  be  viewed  as 
determined  from  unit  labour  and  unit  capital  costs  as  well  as  intermediate 
good  costs  (such  as  the  prices  of  energy  and  imported  components)  in  a 
partial  adjustment  fashion.  The  partial  adjustment  also  reflects  the  state 
of  excess  demand  in  the  product  market  via  capacity  utilization.  One  will 
in  general  get  different  patterns  of  adjustment  across  industries  depending 
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on  the  share  of  labour  costs  in  total  costs,  market  structure  of  the  indus¬ 
try,  pricing  policy  of  firms,  elasticity  of  demand  for  the  industry's  pro¬ 
duct,  and  the  cyclical  state  of  the  economy.  Aggregate  wage  levels, 
however,  are  not  determined  independent  of  prices  and  inflation.  Changes 
in  (say,  average  weekly)  wages  as  modelled  in  an  expectations-augmented 
Phillips  curve  framework  can  be  viewed  as  determined  by  productivity 
changes,  labour-market  gap  indicators  such  as  unemployment  and  vacancy 
rates,  inflationary  expectations,  and  perhaps  by  other  factors  such  as 
Anti-Inflation  Board  guidelines  and  pressures  for  wage  catch-up.  Infla¬ 
tionary  expectations,  in  turn,  are  typically  represented  by  a  distributed 
lag  in  current  and  past  inflation  rates.  Thus,  not  surprisingly,  wages 
and  prices  interact  in  a  rather  complex  simultaneous  system. 

Such  a  model  for  the  Canadian  economy  as  the  one  just  described  is 
the  Bank  of  Canada's  (1981)  RDXF  model.  They  estimate  that  a  1  per  cent 
increase  in  wage  costs  ultimately  (after  eight  years)  leads  to  a  0.39  per 
cent  increase  in  the  CPI  level.  Of  this  long-run  effect,  21  per  cent  (0.08 
points)  occurs  within  one  quarter,  62  per  cent  (0.24  points)  within  one 
year,  and  95  per  cent  (0.37  points)  within  three  years.  On  the  other 
hand,  in  the  wage  equation,  they  find  a  long-run  price  effect'  that  is  not 
significantly  different  from  unity  (similarly  for  Riddell  and  Smith  1982). 
That  is,  a  1  per  cent  increase  in  the  CPI  leads  to  no  increase  in  wages 
within  one  quarter,  a  25  per  cent  increase  within  one  year,  and  99  per 
cent  within  three  years  (indeed,  within  nine  quarters).  Thus  it  appears 
that  in  the  long  run,  wages  adjust  much  more  fully  to  prices  than  prices 
do  to  wage  costs,  but  prices  adjust  more  rapidly  to  changes  in  wage  costs 
than  wages  do  to  inflation.  Clearly,  a  cost  increase  such  as  a  payroll  tax 
may  be  more  easily  passed  forward  onto  consumers  and  may  occur  faster  if 
initiated  in  the  early  or  expansionary  period  of  a  cycle  rather  than  later. 

Estimated  joint  wage  and  price  effects 

Consider  now  how  a  change  in  the  payroll  tax  affects  aggregate  prices  and 
wages  in  such  a  macro  model.  On  the  basis  of  the  analysis  of  the  last 
section,  both  employer  and  employee  components  of  the  tax  may  be  ex¬ 
pected  to  shift  the  wage  equation.  Indeed,  Gordon  (1971)  explicitly  intro¬ 
duced  these  two  tax  components  separately  into  the  wage  equation  of  his 
wage-price  model  for  the  United  States.  We  will  do  so  analogously.  But 
in  lieu  of  estimating  such  a  model  for  Canada,  we  will  simply  add  on  to  the 


223 


RDXF  wage-price  equations  the  terms  corresponding  to  the  employer  and 
employee  tax  components  with  the  (comparative  static  equilibrium)  coeffi¬ 
cients  that  were  estimated  in  the  previous  section.17  This  will  help  to 
integrate  the  micro  and  macro  analyses  of  the  paper.  It  also  serves  to 
highlight  explicitly  the  role  of  the  additional  macro  factor  of  wage-price 
dynamics  in  an  expectations-augmented  Phillips  curve  framework.  This 
clearly  was  not  taken  into  account  in  the  simpler  micro  demand-supply 
model  of  the  last  section. 

There,  wages  were  determined  to  shift  in  response  to  an  increase  in 
the  payroll  tax  because  of  the  backward  shifting  of  the  employer  portion  of 
the  tax,  and  because  of  the  shift  in  labour  supply  associated  with  the 
employee  portion  of  the  tax.  If  t  and  t  represent  the  employees'  and 
employers'  portion  of  the  tax,  then  wages  were  determined  to  shift  by  the 
amount  (pS/p-g)t  +  (r|R/p-n)t  ■  We  thus  add  this  joint  term  onto  the 

S  0 

RDXF  wage  equation18;  or  rather,  we  add  on  the  term  ( pS/p-rj )t  + 

s 

(nR/p-r|)t  ,  where  the  bar  superscript  indicates  the  employment-weighted 
average  of  the  terms  in  Tables  1  and  2. 19 

However,  the  portion  of  the  employers'  tax  which  is  not  shifted  back 
onto  labour  becomes  in  effect  an  additional  labour  cost  on  which  price 
mark-ups  are  based.  Since  we  saw  that  labour  costs  have  a  coefficient  of 
0.39  in  the  RDXF  price  equation,  an  extra  term,  0.39  [1  -  ( pS/p-q)  1 1  , 
representing  the  mark-up  on  the  unshifted  (backward)  portion  of  the 
employers'  tax  is  added  to  the  price  equation.  Again,  we  take  the  em¬ 
ployment-weighted  average  of  the  figures  in  Table  1. 

By  so  integrating  the  above  micro  and  macro  results,  one  can  now 
determine  the  long-run  effect  of  payroll-tax  changes  on  wages  and  prices 
separately.  The  weighted  average  term  in  the  price  equation  is  0.2413t  , 
and  in  the  wage  equation  is  -0.0658t,  where  t  =  t  =  t  in  the  case  where 
both  tax  components  are  equal.  That  is,  for  every  one  percentage  point 
increase  in  the  employer  tax-rate,  the  price  level  is  expected  to  go  up 
directly  by  0.2413  per  cent.  For  every  one  percentage  point  increase  in 
both  employer  and  employee  tax-rates,  the  (private  sector)  wage  rate  is 
expected  to  go  down  directly  by  0.0658  per  cent.  If  one  now  combines 
these  two  sets  of  price  and  wage  relationships  jointly  in  a  reduced-form 
solution,  one  finds  that  the  eventual  long-run  effect  of  a  one  percentage 
point  increase  in  both  employer  and  employee  payroll-tax  rates  is  a  0.3535 
per  cent  increase  in  the  CPI,  a  0.2877  per  cent  increase  in  nominal  wages, 
and  thus  a  0.0658  per  cent  decrease  in  real  wages.20  These  figures  will 


224 


be  used  in  the  evaluation  of  the  proposed  payroll-tax  increases  in  the  next 
section . 

EVALUATION  OF  ALTERNATIVE  PAYROLL-TAX  PROPOSALS 


Background  and  alternative  proposals 


In  this  section  we  evaluate  some  of  the  labour  market  and  wage-price 
effects  which  can  be  expected  to  result  from  increases  in  the  payroll  tax 
to  support  the  C/QPP  over  the  next  several  decades.  We  thus  attempt  to 
pull  together  the  results  of  the  previous  two  sections  and  obtain  the  major 
conclusions  of  this  paper.  Four  alternative  scenarios  are  considered, 
corresponding  to  various  proposals  that  have  been  forwarded  in  the  Green 
Paper  or  in  other  recent  reports.  The  four  alternatives  are  payroll-tax 
increases  (evenly  split  between  employers  and  employees)  to  a  combined 
level  of  9  per  cent,  12  per  cent,  15  per  cent,  and  20  per  cent.  In  light 
of  the  proposals  that  have  been  made,  and  given  that  the  payroll-tax  rate 
in  the  United  States  is  13.4  per  cent,  it  is  felt  that  these  alternatives 
probably  bracket  the  proposals  likely  to  be  implemented. 

The  alternatives  considered  refer  only  to  tax  changes  to  maintain  and 
reform  the  C/QPP,  and  do  not  take  in  any  additional  costs  pertaining  to 
reforms  of  employer-sponsored  pension  plans  or  of  other  public  retirement- 
income  programs  such  as  OAS  or  GIS.  The  figures  discussed  will  refer  to 
'long-run'  effects  after  all  dynamic  and  simultaneous  feedback  adjustments 
have  occurred.  They  do  not  reflect  different  phasing-in  paths  or  any 
interim  burdens  that  may  occur  before  tax  shifting  and  dynamic  adjust¬ 
ments  work  themselves  out.  This  is  not  to  say  that  these  are  at  all  un¬ 
important,  but  only  beyond  our  current  knowledge  to  estimate  with  any 
reasonable  degree  of  reliability.  However,  in  contrast  to  the  estimated 
cost  figures  presented  in  the  Green  Paper,  the  results  in  this  paper  do 
incorporate  estimates  of  the  degree  of  shifting  of  portions  of  the  tax,  and 
thus  should  be  viewed  as  more  realistic  regarding  the  eventual  burdens 
borne.  The  results  should  also  be  viewed  as  once-and-for-all  changes 
(that  may  take  considerable  time  to  work  themselves  out)  in  the  levels  of 
the  endogenous  variables  and  thus  as  one-shot  or  only  temporary  jumps  in 
the  inflation  rate. 

Finally,  it  should  be  noted  that  the  reported  changes  do  not  repre¬ 
sent  full-model  simulations  of  a  complete  macro  model  such  as  RDXF  with 
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all  sectors  simulated  together.  In  particular,  they  do  not  take  account  of 
long-run  output  effects  or  of  factor-substitution  effects  on  the  endogenous 
variables  of  the  analysis.  As  a  result,  the  disemployment  figures  reported 
below  are  probably  underestimates.  On  the  other  hand,  tax-rate  increases 
are  treated  as  proportional  rather  than  as  being  levied  between  a  minimum 
exemption  level  and  a  maximum  pensionable  earnings  level,  so  that  the 
calculated  results  are  likely  to  be  slight  overestimates.  In  addition,  the 
labour  markets  for  the  various  age-sex  groups  are  treated  as  independent, 
whereas  in  fact  these  different  sources  of  labour  are  likely  to  be  highly 
substitutable.  So  again,  the  disaggregated  results  are  likely  to  be  some¬ 
what  overestimated. 

Of  the  four  tax  proposals  considered,  the  first  two  (9  per  cent  and 
12  per  cent)  may  be  viewed  as  federal  government-estimated  upper  and 
lower  bounds  on  the  proposals  forwarded  in  the  Green  Paper.  The  third 
alternative  of  a  15  per  cent  payroll  tax  is  suggested  in  the  'Canadian 
Labour  Congress  Proposal  for  Pension  Reform'  (1982),  and  is  also  estimated 
as  a  likely  cost  of  the  Green  Paper  proposals  in  a  submission  by  the 
Canadian  Organization  of  Small  Businesses  to  the  Parliamentary  Task  Force 
on  Pension  Reform  (Globe  and  Mail,  1983).  Finally,  the  federal  Task  Force 
on  Retirement  Income  Policy  in  a  1979  report  considered  a  set  of  expanded 
pension  benefits  which  they  estimated  could  cost  as  much  as  a  20  per  cent 
payroll-tax  rate  by  the  year  2031.  This  is  used  as  an  upper-limit  scen¬ 
ario.  The  four  alternatives  complement  the  analysis  below  by  Whalley  and 
Hamilton  (1983): 


The  funding  crisis  in  CPP  is  widely  projected  to  produce  combined  employer 
and  employee  contribution  rates  in  the  10  per  cent  range  by  2020  and  if 
additional  homemaking  pensions  were  financed  by  spousal  contributions,  this 
could  well  produce  combined  contribution  rates  in  the  15  per  cent  range. 
Further  expansion  of  benefits,  perhaps  from  increasing  CPP  benefits  beyond 
the  current  25  per  cent  of  the  average  industrial  wage,  could  easily  pro¬ 
duce  CPP  contribution  rates  under  this  scenario  of  up  to  20  per  cent  per 
year.  (81) 

The  calculations  that  follow  are  based  on  separate  employer  and 
employee  payroll-tax  rates  which  are  assumed  to  go  up  equally.  Thus, 
corresponding  to  combined  tax-rate  alternatives  of  9  per  cent,  12  per 
cent,  15  per  cent,  and  20  per  cent  are  the  separate  employer  and  employee 
rate  increases  (from  the  current  base  of  1.8  per  cent  each)  of  2.7  per 
cent,  4.2  per  cent,  5.7  per  cent,  and  8.2  per  cent.  These  are  the  rele¬ 
vant  percentage  point  increases  which  are  used  to  multiply  the  (normal- 
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ized)  figures  in  Tables  1  to  3  and  in  the  section  on  estimated  joint  wage 
and  price  effects. 

Disaggregated  labour  market  effects 

To  illustrate  the  flavour  of  the  results  obtained  for  the  four  scenarios, 
consider  the  example  used  in  the  Green  Paper  (47-8)  of  a  'typical  private 
sector  employee  with  average  wages  of  $20,000'  in  1982.  If  this  person  is 
an  older  male,  the  figures  in  Table  4  (second  column)  indicate  that  his 
pre-tax  real  wage  will  ultimately  be  decreased  by  1.62  per  cent  for  the 
first  alternative,  by  2.52  per  cent  for  the  second,  by  3.42  per  cent  for 
the  third,  and  by  4.92  per  cent  for  the  fourth.  These  are  all  due  to  the 
60  per  cent  backward  shift  of  the  employers'  tax  onto  (the  perfectly  in¬ 
elastic  supply  of)  labour.  In  terms  of  1982  annual  wages  of  $20,000,  these 
figures  correspond  to  real-wage  losses  of  $324,  $504,  $684,  and  $984. 

However,  the  post-tax  wage  losses  include  the  effect  of  the  employee 
tax-rate  as  well.  The  resulting  percentage  losses  in  real  take-home  pay 
are  4.32  per  cent,  6.72  per  cent,  9.12  per  cent,  and  13.12  per  cent 
respectively.  These  translate  into  real-wage  dollar  losses  in  take-home 
pay  of  $864,  $1,344,  $1,824,  and  $2,624  respectively.  These  first  two 
figures  could  be  compared  with  the  corresponding  cost  figure  in  the  Green 
Paper  of  $941. 21  Ignoring  the  effect  of  tax  shifting  can  make  a  consider¬ 
able  difference  in  the  estimated  cost  burden  on  workers;  in  the  case  of 
this  particular  group  of  workers ,  the  cost  figures  tend  to  be  somewhat 
underestimated. 

As  can  be  seen  from  the  table,  pre-tax  real  wages  tend  to  rise  for 
groups  other  than  prime-age  males  because  of  the  withdrawal  of  labour 
services  in  response  to  the  higher  employee  tax-rate.  Post-tax  wages, 
though,  decrease,  but  less  than  is  the  case  for  prime-age  males.  Conse¬ 
quently,  with  an  increase  to  a  12  per  cent  combined  tax-rate  (alternative 
II),  post- tax  wages  decrease  by  only  1.6  per  cent  to  4  per  cent  compared 
to  the  6.7  per  cent  decrease  for  prime-age  males.  However,  where 
percentage  reductions  in  wages  are  least,  reductions  in  employment  are 
greatest.  Thus,  again  for  the  12  per  cent  tax-rate,  employment  decreases 
by  1.55  per  cent  for  young  women,  but  remains  unchanged  for  prime-age 
males . 

These  percentage  changes  are  translated  into  actual  levels  in  Table  5. 
It  is  a  standard  result  that  earnings  levels  differ  by  age  and  sex  group  in 
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TABLE  4 

Disaggregated  long-run  labour  market  effects  of  alternative  payroll-tax 
proposals  (percentage  changes) 


Men 

Women 

Alternatives 

Young  Older 

Young  Older 

I 


W/P  pre-tax 

0.108 

-1.62 

1.655 

1.288 

W/P  post-tax 

-2.592 

-4.32 

-1.045 

-1.412 

Employment 

-0.518 

0.0 

-0.996 

-0.872 

II 

W/P  pre-tax 

0.168 

-2.52 

2.575 

2.003 

W/P  post-tax 

-4.032 

-6.72 

-1.625 

-2.197 

Employment 

-0.806 

0.0 

-1.550 

-1.357 

III 

W/P  pre-tax 

0.228 

-3.42 

3.494 

2.719 

W/P  post-tax 

-5.472 

-9.12 

-2.206 

-2.981 

Employment 

-1.094 

0.0 

-2.103 

-1.841 

IV 

W/P  pre-tax 

0.328 

-4.92 

5.027 

3.911 

W/P  post-tax 

-7.872 

-13.12 

-3.173 

-4.289 

Employment 

-1.574 

0.0 

-3.026 

-2.649 

the  economy  (see,  for  example,  Beach  et  al.  1981).  Thus,  the  illustrative 
worker  with  annual  earnings  of  $20,000  is  not  really  representative  of 
separate  disaggregated  groups  of  workers  in  the  population.  Average 
earnings  levels  for  workers  by  age  and  sex  are  not  yet  available  for  1982, 
but  for  1981  selected  figures  (Canada  1983c)  are: 


Age 

Women 

Men 

20-24 

$8,569 

$11,954 

45-54 

10,761 

23,505 

Similarly,  the 

number  of 

persons  employed 

differs 

among  age-sex 

groups.22  The 

resulting 

implied  changes  in 

average 

post-tax  annual 

earnings  (for  1981)  and  in  employment  (for  1982)  are  presented  in  Table 
5.  In  the  case  of  the  12  per  cent  combined  tax-rate  (alternative  II),  we 
see  that  older  men  experience  a  rather  large  take-home  pay  cut  of  $1,580 
with  no  loss  of  employment,  whereas  older  women  lose  only  $236  in  earn¬ 
ings  but  face  a  loss  in  employment  of  43,000  workers.  Young  workers  face 
wage  losses  of  less  than  $500  a  year  but  employment  losses  of  10,000  to 
18,000  workers.  Consequently,  there  appears  to  be  a  very  heterogeneous 
pattern  of  employment  and  earnings  effects  experienced  by  the  different 
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TABLE  5 

Disaggregated  long-run  labour  market  effects  of  alternative  payroll-tax 
proposals  (changes  in  levels) 


Men 

Women 

Alternatives 

Young  Older 

Young  Older 

I 


Av.  post-tjax 
Employment 

a 

earnings 

309.8 
-6 , 485 

-1 

,015.4 

0.0 

89.5 

-11,534 

151.9 

-27,869 

II 

Av.  post-tax 
Employment 

earnings 

482.0 

-10,091 

-1 

,579.5 

0.0 

-139.2 

-17,949 

-236.4 

-43,370 

III 

Av.  post-tax 
Employment 

earnings 

654.1 

-13,697 

-2 

,143.7 

0.0 

-189.0 

-24,353 

-320.8 

-58,838 

IV 

Av.  post-tax 
Employment 

earnings 

-941.0 

-19,706 

3,083.9 

0.0 

-271.9 

-35,041 

-461.5 
-84 , 662 

a  Average 

pos t-tax 

earnings  are 

in 

current 

dollars  for  the 

year  1981. 

b  Employment  figures  are  for  the  year  1982. 
age-sex  groups  in  the  labour  market. 

Aggregate  labour  market  effects 

Consider  now  the  aggregate  labour  market  effects  when  averaged  over  the 
different  age-sex  groups  and  taking  into  account  the  Phillips  curve  wage- 
price  interactions.  These  are  based  on  the  figures  in  the  previous  section 
on  estimated  joint  wage  and  price  effects  and  presented  (in  percentage 
terms)  in  Table  6.  One  can  see  that  since  prices  go  up  more  than  average 
pre-tax  wages,  real  wages  are  reduced  slightly.  In  the  case  of  the  12  per 
cent  (alternative  II)  scenario,  prices  rise  by  1.5  per  cent  and  pre-tax  real 
wages  fall  by  0.3  per  cent.  Post-tax  real  wages  or  real  take-home  pay, 
on  the  other  hand,  falls  by  4.5  per  cent  and  aggregate  employment  in  the 
economy  falls  by  0.68  per  cent.  Combining  the  results  for  employment  and 
wages,  one  sees  that  total  pre-tax  earnings  in  the  economy  fall  by  0.95 
per  cent  and  total  post- tax  earnings  are  reduced  by  5.15  per  cent. 

When  total  employment  changes  in  the  RDXF  model,  this  has  an  impact 
on  several  other  key  macro  variables.  According  to  the  'discouraged 
worker  hypothesis',  when  the  unemployment  rate  rises  (i.e.,  the  employ¬ 
ment  rate  falls),  jobs  become  more  difficult  to  find  and  some  unemployed 
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TABLE  6 

Aggregate  long-run  labour  market  effects  of  alternative  payroll-tax  pro¬ 
posals  (percentage  changes) 


Alternatives 

I 

II 

III 

IV 

Wage  level  (W)  pre-tax 

0.777 

1.208 

1.640 

2.359 

Real  wage  rate  (W/P)  pre-tax 

-0.178 

-0.276 

-0.375 

-0.540 

Price  level  (P) 

0.954 

1.485 

2.015 

2.899 

Wage  level  (W)  post-tax 

-1.923 

-2.992 

-4.060 

-5.841 

Real  wage  rate  (W/P)  post-tax 

-2.878 

-4.476 

-6.075 

-8.740 

Employment  (E) 

Total  real  earnings  (E*W/P) 

-0.4341 

-0.6753 

-0.9165 

-1.3185 

pre-tax 

Total  real  earnings  (E*W/P) 

-0.612 

-0.951 

-1.292 

-1.858 

pos t-tax 

-3.312 

-5.151 

-6.992 

-10.058 

Labour  force  (L) 

-0.3039 

-0.4727 

-0 . 6416 

-0.9229 

Unemployment  rate  (UR) 

0.1159 

0.1803 

0.2447 

0.3520 

Unemployment  (U) 

0.752 

1.170 

1.587 

2.284 

Potential  output 

-0.2865 

-0.4457 

-0.6049 

-0.8701 

workers  become  discouraged  looking  for  jobs  and  simply  give  up  looking 
(i . e .  ,  drop  out  of  the  labour  force).  According  to  the  participation-rate 
equation  in  RDXF,  for  every  one  per  cent  reduction  in  total  employment, 
the  participation  rate  and  labour  force  (L)  fall  by  0.7  per  cent.  Corre¬ 
spondingly,  when  evaluated  at  1982  rates,23  for  every  one  per  cent  reduc¬ 
tion  in  total  employment,  the  unemployment  rate  (UR)  rises  by  0.267  per 
cent  and  the  level  of  unemployment  (U)  rises  by  1.732  per  cent.  In 
addition,  loss  of  employment  in  the  economy  affects  potential  output. 
Again  in  the  RDXF  model,  a  one  per  cent  decrease  in  employment  results 
in  a  0.66  per  cent  loss  of  potential  private-sector  output  (assuming  a  fixed 
capital  stock).  Thus  in  the  case  of  the  12  per  cent  tax-rate  alternative, 
the  labour  force  decreases  by  0.47  per  cent,  the  unemployment  rate  rises 
by  0.18  per  cent,  the  number  of  persons  unemployed  increases  by  1.17 
per  cent,  and  potential  private-sector  output  falls  by  0.45  per  cent. 

These  aggregate  results  are  translated  into  level  terms  in  Table  7. 
The  average  annual  earnings  for  the  industrial  composite  in  Canada  in  1982 
is  $20,321  (Canada  1983d);  this  is  the  basis  for  figures  in  the  first  two 
rows  of  the  table.  Figures  in  the  third  and  fifth  rows  are  based  on 
average  1982  employment  of  10.574  million  workers  and  unemployment  of 
1.305  million  workers  (Canada  1983b).  The  second-to-last  row  of  figures 
is  based  on  total  labour  income  in  1982  of  $199.5  billion  (Canada  1983a). 
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TABLE  7 

Aggregate  long-run  labour  market  effects  of  alternative  payroll-tax 
proposals  (changes  in  levels) 


Alternatives 

I 

II 

III 

IV 

Average  pre-tax  earnings  ($)  -$36.2 

-$56.1 

-$76.2 

-$109.7 

Average  post-tax  earnings  ($)  -$584.8 

-$909.6 

-$1,234.5  - 

$1,776.1 

Total  employment  (,000  persons)  -45.90 

-71.41 

-96.91 

-139.41 

Total  post-tax  earnings 
($  billion)  -$6,607 

-$10,276 

-$13,949 

-$20,066 

Total  unemployment  (,000  persons)  9.81 

15.26 

20.72 

29.80 

As  can  be  seen  in  the  first  row  of  Table  7,  pre-tax  earnings  per  worker 
(on  average  in  the  economy)  are  only  negligibly  reduced  by  the  alternative 
tax  changes.  Post-tax  average  earnings  are  fairly  substantially  reduced, 
for  example  by  $910  for  the  12  per  cent  scenario  (vs.  the  figure  of  $941 
from  the  Green  Paper  calculations).  Thus  a  major  conclusion  of  this  study 
is  that,  while  the  average  earnings  losses  considered  in  the  Green  Paper 
are  generally  of  the  range  obtained  from  a  more  complete  analysis,  they 
hide  a  very  marked  heterogeneous  pattern  of  employment  and  earnings  loss 
which  differs  quite  dramatically  between  different  groups  of  workers  in  the 
population. 

The  losses  in  employment  in  the  third  row  of  Table  7  are  moderate 
and  not  negligible.  Again  in  the  12  per  cent  scenario  (alternative  II), 
there  is  a  loss  of  71,400  workers  and  an  increase  in  unemployment  of 
15,300  workers.  The  resulting  loss  of  post-tax  earnings  by  workers  in 
the  economy  amounts  to  $10.3  billion  (in  1982  figures);  $1.9  billion  of  this 
is  loss  of  pre-tax  earnings  resulting  from  the  backward  shifting  of  the 
employer's  portion  of  the  tax,  with  the  rest  ($8.4  billion)  resulting  from 
the  tax  directly  on  employees.  Of  the  total,  $1.3  billion  is  due  to  the 
change  in  the  level  of  employment,  and  $8.9  billion  is  due  to  the  change  in 
post-tax  real  wages.24  These  figures  are  considerably  in  excess  of  the 
1.0  to  1.7  per  cent  of  total  labour  income  mentioned  in  the  Green  Paper.25 
Consequently,  another  major  conclusion  of  this  study  is  that  the  total 
earnings  costs  of  the  proposals  on  the  economy  are  likely  to  be  very 
considerably  greater  than  the  figures  suggested  in  the  Green  Paper. 
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PERSONAL  INCIDENCE  OF  THE  PAYROLL  TAX 


It  has  been  found  that  much  of  the  burden  of  higher  payroll-tax  rates  is 
borne  by  workers ,  and  that  the  pattern  of  this  burden  differs  markedly 
between  different  age-sex  groups.  Consequently,  it  would  be  useful  to 
examine  briefly  the  incidence  of  the  tax  on  the  personal  distribution  of 
earnings,  i.e.,  on  the  distribution  of  earnings  between  individual  workers 
ordered  from  lower  to  higher  earnings. 

Workers  and  employers  each  pay  1.8  per  cent  of  wage  and  salary 
income  between  the  year's  basic  exemption  level  (YBE  currently  $1,850) 
and  the  year's  maximum  pensionable  earnings  level  (YMPE  currently 
$18,500  or  about  80  per  cent  of  the  average  industrial  wage).  Thus,  in 
terms  of  average  tax-rates,  the  payroll  tax  is  progressive  up  to  the  YMPE 
level  and  thereafter  regressive,  decreasing  with  higher  earnings  levels. 
This  standard  conclusion,  however,  ignores  the  tax  shifting  and  labour 
supply  results  of  this  paper's  section  on  backward  shifting. 

Prime-age  males,  for  example,  are  typically  the  recipients  of  the  top 
earnings  levels.  But  as  has  been  seen,  they  experience  the  largest 
degree  of  backward  shifting  of  the  employers'  tax;  their  effective  rate  is 
estimated  to  be  60  per  cent  larger  than  the  straight  employees'  rate. 
Also,  since  the  shifting  of  the  employers'  rate  is  manifested  through  lower 
wage-rates,  the  higher  effective  tax-rate  extends  beyond  the  YMPE  level. 

On  the  other  hand,  workers  near  the  bottom  end  of  the  earnings 
distribution  are  more  likely  to  be  young,  female,  and  part-time  workers 
who,  because  of  their  tendency  to  drop  out  of  the  labour  force  in  face  of 
the  higher  tax-rates,  experience  a  relatively  low  degree  of  backward 
shifting  of  the  employers'  tax.  Consequently,  a  number  of  workers  with 
relatively  low  average  tax-rates  will  withdraw  from  the  earnings  distribu¬ 
tion,  and  the  effective  average  tax-rates  for  those  who  remain  will  be 
slightly  lower  because  of  higher  pre-tax  wages  (see  Table  3).  This  will 
be  most  marked  for  the  women  who  continue  working  after  the  tax  in¬ 
creases.  The  result  is  expected  to  be  a  slightly  lower  effective  average 
tax-rate  over,  say,  the  bottom  third  of  the  distribution.26 

The  results  of  this  discussion  are  summarized  in  Figures  4  and  5. 
Figure  4  illustrates  how  the  effective  average  tax-rate  is  expected  to  differ 
from  the  straight  employees'  tax-rate.  The  peak  of  the  effective  rate 
occurs  at  a  level  of  just  under  1.6  x  1.8  per  cent  =  2.88  per  cent.  Below 
the  YBE  level,  the  effective  tax-rate  is  negative  because  of  higher  pre-tax 
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Figure  4 

Average  employee  and  effective  payroll  taxes 


Average 
tax  rate 


Figure  5 

Earnings  distributions  with  and  without  payroll  tax  increases 


Relative 
frequency 
of  workers 
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wages;  an  employment-weighted  average  of  the  positive  figures  in  the  first 
row  of  Table  3  is  40.75  per  cent  or  a  0.73  per  cent  (=  0.4075  x  1.8)  wage 
gain.  The  general  conclusion  that  is  evident  from  this  figure  is  that  the 
difference  in  average  effective  tax-rates  between  low  and  high  earners  is 
about  100  per  cent  wider  than  indicated  by  the  employee  tax-rate  alone. 
The  progressivity  and  regressivity  of  the  tax  have  simply  been  amplified 
by  about  100  per  cent. 

Figure  5  illustrates  two  earnings  distributions.  One  is  a  smoothed  or 
approximate  version  of  the  actual  earnings  distribution  among  Canadian 
workers  in  1981  (Canada  1983c).  The  second  is  a  hypothetical  distribution 
illustrating  how  the  distribution  of  pre-tax  earnings  is  expected  to  change 
for  an  increase  in  the  payroll-tax  rates.  The  changes  in  the  curve  are 
not  drawn  to  scale,  but  rather  illustrate  the  flavour  and  direction  of 
expected  shifts .  Since  many  of  the  lower  earners  are  expected  to  drop 
out  of  the  distribution,  and  those  at  the  bottom  who  remain  generally 
increase  their  real  earnings,  the  hump  of  the  distribution  is  expected  to 
shift  to  the  right  of  the  current  earnings  distribution.  Since  upper  earn¬ 
ings  levels  are  reduced  by  the  tax  shifting,  the  top  tail  of  the  curve 
moves  down  slightly.  Comparing  these  two  curves,  one  sees  that  the 
general  shape  of  the  earnings  distribution  has  been  changed  so  as  to  have 
less  dispersion  and  earnings  inequality27  and  to  be  less  skewed  or  asym¬ 
metric. 

REVIEW  OF  MAJOR  CONCLUSIONS 

The  major  conclusions  or  findings  of  this  paper  will  now  be  highlighted. 

The  legal  tax-rate  is  not  the  same  as  the  effective  tax-rate.  Firms 
may  seek  to  avoid  the  costs  of  their  tax  burden  by  shifting  at  least  part 
of  it  either  backward  onto  workers  through  paying  lower  wages,  or  for¬ 
ward  onto  consumers  through  charging  higher  prices  for  their  product. 
Workers,  for  their  part,  may  avoid  the  tax  by  withdrawing  from  the  labour 
market. 

Estimation  results  reviewed  indicate  that  the  employers'  tax  is  only 
partially  shifted  back  onto  labour.  For  prime-age  men,  the  major  effect  of 
the  employers'  tax  is  on  wage-rate  losses  (amounting  to  about  60  per  cent 
of  the  tax),  while  for  married  women  the  effect  is  about  equally  shared 
between  wage-rate  losses  (amounting  to  about  14  per  cent  of  the  tax)  and 
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employment  reduction.  On  average  across  all  workers,  the  wage-rate  loss 
is  38  per  cent  of  the  tax.  Reductions  in  labour  supply  arising  from  the 
employee  tax  are  most  marked  for  young  and  female  workers  and  essen¬ 
tially  nil  for  prime-age  males.  At  the  same  time,  the  employers'  tax  also 
appears  to  be  partially  shifted  forward  through  higher  prices.  For  every 
one  percentage  point  increase  in  the  employer  tax  rate,  prices  rise  on 
average  by  0.24  per  cent. 

While  average  earnings  losses  discussed  in  the  Green  Paper  are  gener¬ 
ally  of  the  range  obtained  from  a  more  complete  analysis  including  tax 
shifting  and  labour  supply  responses ,  they  hide  a  very  marked  hetero¬ 
geneous  pattern  of  employment  and  earnings  losses  which  differ  dramatical¬ 
ly  between  different  groups  of  workers  in  the  population.  Post- tax  aver¬ 
age  earnings  for  an  increase  to  12  per  cent  in  the  combined  payroll-tax 
rate,  for  example,  are  estimated  to  be  reduced  by  $910  per  worker. 
However,  older  (i.e.,  prime-age)  men  experience  a  rather  large  take-home 
pay  cut  of  $1,580  with  no  loss  of  employment,  whereas  older  women  are 
estimated  to  lose  only  $236  in  earnings  but  face  a  loss  in  employment  of 
43,000  workers. 

Labour  market  effects  of  the  payroll-tax  increases  (indeed,  of  both 
employer  and  employee  components)  include  not  only  changes  in  pre-tax 
wages  and  take-home  pay,  but  also  losses  in  employment  for  groups  of 
workers  other  than  prime-age  males.  For  the  12  per  cent  combined  tax- 
rate,  the  estimated  employment  loss  is  over  71,000  workers,  78  per  cent  of 
whom  are  women. 

Total  earnings  costs  of  the  proposals  considered  appear  to  be  consider¬ 
ably  in  excess  of  the  1.0  to  1.7  per  cent  of  total  labour  income  mentioned 
in  the  Green  Paper.  In  the  case  of  the  12  per  cent  combined  tax-rate, 
the  loss  of  post-tax  earnings  by  workers  in  the  economy  is  estimated  to  be 
$10.3  billion  or  5.15  per  cent  of  total  labour  income  in  1982.  Of  this  total, 
$1.3  billion  (or  13  per  cent)  is  due  to  the  loss  of  employment  in  the  eco¬ 
nomy,  and  $8.9  billion  (or  87  per  cent)  is  due  to  the  reduction  in  post-tax 
real  wages. 

The  average  effective  payroll-tax  rate  across  the  personal  distribution 
of  earnings  differs  considerably  from  the  simple  employee  tax-rate.  The 
difference  in  average  effective  tax-rates  between  low  and  high  earners  is 
about  100  per  cent  wider  than  indicated  by  the  simple  employee  tax-rate. 
The  progressivity  and  regressivity  of  the  tax  have  been  amplified  by  about 
100  per  cent. 
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The  general  shape  of  the  earnings  distribution  is  expected  to  be 
changed  by  payroll-tax  increases  so  as  to  have  less  dispersion  and  earn¬ 
ings  inequality  and  to  be  less  skewed  or  asymmetric. 


NOTES 


1  Canada  (1982),  49,  cites  a  C/QPP  contribution  rate  of  9  to  11  per  cent 
or  a  5.4  to  7.4  per  cent  increase  above  the  current  3.6  per  cent  rate. 
On  the  basis  of  the  figures  in  the  text,  then,  (5. 4/3. 6)  x  $4. 7b  = 
$7. lb,  and  (7. 4/3. 6)  x  $4.7  =  $9. 7b. 

2  See,  for  example,  various  articles  in  the  Globe  and  Mail  of  May  30, 
1983,  Report  on  Insurance  and  Pensions  section. 

3  See,  for  example,  the  Central  Statistical  Office's  annual  study  of  the 
incidence  of  public  expenditure  and  taxation  in  the  United  Kingdom 
(1982)  . 

4  Indeed,  as  the  Whalley/Hamilton  paper  in  this  background  document  has 
already  indicated,  C/QPP  may  be  a  relatively  small  component  of  the 
total  retirement-income  system,  and  the  benefits  and  costs  of  one 
component  are  not  independent  of  those  of  another. 

5  For  analysis  of  the  latter,  see,  for  example,  Balcer  and  Sahin  (1979) 
and  Ontario  (1983). 

6  For  a  more  extended  discussion,  see  the  Whalley/Hamilton  paper  in  this 
document;  see  also  Boadway  and  Kitchen  (1980),  and  Pesando  and  Rea 
(1977).  The  latter  discuss  the  choice  of  an  optimal  method  of  finan¬ 
cing  which  depends  critically  on  a  comparison  of  the  real  rate  of 
interest  in  the  economy  versus  the  real  rate  of  growth  of  earnings. 

7  This  is  not  to  deny  that  a  plan  like  the  C/QPP  can  have  very  important 
intergenerational  transfers  -  see,  for  example,  Pesando  and  Rea  (1977, 
ch.  7),  Beach  et  al.  (1981,  ch.  13),  and  Blinder  (1982)  -  nor  that  the 
Green  Paper's  proposal  of  increasing  contribution  rates  in  order  to 
maintain  benefit  levels  will  place  a  heavier  burden  on  younger  workers 
to  support  the  growing  retired  population  (see  Whalley/Hamilton  in 
this  document).  Rather,  we  seek  to  examine  how,  within  the  burdened 
population,  this  additional  cost  is  likely  to  be  borne  through  the 
economy. 

8  For  convenience,  the  price  level  will  be  assumed  to  be  fixed. 

9  The  Beach  and  Balfour  results  are  estimates  based  on  a  structural-form 
labour-demand  equation,  while  Hamermesh's  are  based  on  a  reduced-form 
wage  equation. 

10  The  diagrams  are  drawn  and  calculations  done  in  logarithmic  terms  so 
that  changes  can  be  expressed  in  percentages. 

11  Since  these  are  essentially  reduced-form  effects,  the  wage  reduction 
effects  in  row  1  of  Table  1  may  be  compared  to  Hamermesh's  (1979) 
estimate  of  36  per  cent. 

12  In  the  RDXF  model,  93  per  cent  of  the  long-run  adjustment  in  employ¬ 
ment  to  wage  changes  is  estimated  to  occur  within  one  year,  while  only 
88  per  cent  of  the  labour  force  adjustment  occurs  within  a  year  (Bank 
of  Canada  1981,  124). 

13  For  a  more  detailed  discussion  of  labour  supply  effects,  see  Boadway 
and  Kitchen  (1980,  237-48),  and  references  therein. 

14  Taking  account,  of  course,  of  the  labour-supply  elasticity  for  young 
men  in  Table  2. 

15  See,  for  example,  the  review  and  discussion  in  Kotowitz  (1979). 
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See,  for  example,  the  recent  textbooks  by  Wilton  and  Prescott  (1982) 
and  Dornbusch,  Fischer,  and  Sparks  (1982). 

17  It  would  be  pointless  to  try  to  estimate  for  Canada  a  wage-price  macro 
model  that  included  these  tax  terms  as  regressors  because  of  the 
statistical  problems  associated  with  the  lack  of  variability  of  these 
tax  rates  in  Canada  (see  Balfour  and  Beach  1979).  Consequently,  the 
methodological  approach  used  here  can  be  viewed  as  a  way  of  trying  to 
get  around  this  problem;  we  substitute  stronger  theoretical  restric¬ 
tions  for  empirical  results  which  would  have  little  confidence. 

18  It  may  appear  initially  that  we  are  applying  an  expression  for  the 
change  in  real  wages  to  an  equation  for  nominal  wages.  However,  one 
should  recall  that  the  price  term  in  the  RDXF  wage  equation  has  a 
coefficient  of  unity;  so  that  if  it  is  taken  over  to  the  left-hand 
side,  the  equation  can  be  interpreted  in  real-wage  terms. 

19  The  'young'  age  group  is  interpreted  as  ages  15  to  24  and  the  'older' 
group  as  ages  25  and  over.  Consequently,  the  employment  weights 
(obtained  from  Canada  1983b)  used  to  compute  the  average  for  the  year 
1982  are: 


Men 

Women 

Young 

0.1184 

0.1095 

Older 

0.4698 

0.3023 

Total 

0.5882 

0.4118 

20  These  are  long-run  reduced-form  estimates  that  incorporate  the  dynamic 
and  simultaneous  nature  of  the  wage-price  interactions  in  the  economy. 
We  cannot  provide  the  short-run  dynamics  leading  up  to  this  long-run 
solution  without  formally  simulating  the  RDXF  model  quarter-by- 
quarter.  The  dynamic  results  referred  to  in  the  sections  of  this 
paper  entitled  'Short-run  dynamics  of  backward  shifting'  and  'Back¬ 
ground  on  macro  wage-price  relationships'  would  seem  reasonable.  If 
one  treats  wages  as  exogenous,  Bank  of  Canada  (1981,  145)  shows  that 
of  the  long-run  adjustment  in  prices,  approximately  19  per  cent  occurs 
within  one  quarter  of  the  change  in  the  tax  rates,  approximately  62 
per  cent  occurs  within  one  year,  and  approximately  92  per  cent  occurs 
within  two  years.  We  would  expect  the  full  simultaneous  adjustments 
in  wages  and  prices  together  to  take  rather  longer  than  these  figures. 

21  Canada  (1982,  48).  $941  is  the  total  of  $441  and  $500  in  Table  3. 

22  The  employment  figures  used  for  1982  are  (Canada  1983b): 

Women  Men 

(,000  persons) 

Young  (15-24)  1,158  1,252 

Older  (25  and  over)  3,196  4,968 


23  If  d  log  (L)  =  0.7  d  log  (E),  then  dUR  =  -0.3ER-d  log  (E)  and  dU  = 
-  (ER-0 . 7/UR)d  log  (E)  where  ER  and  UR  are  the  employment  and  unem¬ 
ployment  rates.  On  average  in  1982,  ER  =  0.8902  and  UR  =  0.1098. 

24  Difference  is  due  to  rounding. 

25  The  main  reason  for  the  difference  between  the  total  cost  obtained  in 
this  paper  and  the  one  mentioned  in  the  Green  Paper  (48-9)  is  that  the 
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latter  does  not  include  the  $500  component  of  the  $941  loss  per 
worker;  see  footnote  21  above. 

26  The  earnings  distribution  being  examined  here  is  that  of  individual 
earners.  Admittedly,  a  more  appropriate  distribution  for  evaluating 
tax  effects  on  the  distribution  of  economic  well-being  is  that  of 
family  earnings.  This  raises  a  complex  set  of  issues  on  intra-family 
work  behaviour  and  resource  allocation  which  are  beyond  the  scope  of 
this  paper. 

27  Based  on  an  absolute  inequality  measure  such  as  the  variance.  Note, 
incidentally,  that  this  reduced  inequality  of  earnings  should  not  be 
judged  as  an  improvement  in  the  distribution  of  economic  well-being 
for  the  population,  because  of  the  considerations  cited  in  footnote 
26,  and  because  many  former  workers  are  simply  no  longer  counted  in 
the  distribution  even  though  they  would  otherwise  have  preferred  to 
continue  working. 
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Tax-Transfer  Benefits  for  the  Elderly 

Adil  Sayeed 


INTRODUCTION 

The  provision  of  'income  security'  to  Canadians  aged  65  and  over  is  widely 
acknowledged  to  be  a  legitimate  function  of  government.  Social  consensus 
on  this  issue  has  led  to  a  number  of  special  benefits  for  the  elderly  being 
entrenched  in  the  tax-transfer  system.  These  benefits  take  three  basic 
forms:  income-tested  transfer  payments,  which  decline  as  outside  income1 
rises;  universal  transfer  payments,  distributed  on  an  equal  basis  to  all 
senior  citizens;  and  special  income-tax  reductions  available  only  to  the 
elderly . 2 

The  complex  nature  of  this  system  of  income-security  assistance  is  a 
consequence  of  the  basic  contradiction  embedded  in  the  term  'income 
security'.  The  income-security  objective  subsumes  two  distinct  and  not 
entirely  compatible  goals.  These  are  the  provision  of  'income  support'  and 
'income  replacement'.  Income  support  can  be  defined  as  the  guarantee  of  a 
minimum  amount  of  income  to  all  senior  citizens  unable  to  reach  this  level 
on  their  own.  Income  replacement  involves  ensuring  that  the  incomes  of 
elderly  Canadians  do  not  fall  too  far  below  pre-retirement  levels.3 

The  various  benefits  can  be  classified  according  to  whether  income 
support  or  income-replacement  assistance  is  delivered.  Since  income-tested 
transfer  payments  are  restricted  to  those  at  the  bottom  end  of  the  income 
scale,  they  fall  into  the  category  of  income  support.  Universal  payments 
serve  a  dual  purpose,  as  they  provide  both  income  support  to  low-income 
recipients,  and  income-replacement  assistance  to  recipients  above  the 
income-support  level.  Finally,  special  tax  breaks  must  be  classified  as 
income-replacement  assistance,  as  they  benefit  only  those  senior  citizens 
with  incomes  high  enough  to  be  liable  for  income  tax. 

Adil  Sayeed  is  a  research  assistant,  Ontario  Economic  Council. 
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In  this  paper,  current  arrangements  for  distributing  benefits  to  the 
elderly  through  the  tax-transfer  system  are  described.  The  system  is 
assessed  in  terms  of  how  well  it  is  meeting  the  objectives  of  income  sup¬ 
port  and  income  replacement.  Changes  are  then  proposed  with  a  view 
towards  improving  the  delivery  of  income  security  to  the  elderly. 

INCOME  SUPPORT 

Federal  benefits 


Elderly  Canadians  with  no  outside  income  are  guaranteed  a  minimum  level 
of  income  support  equal  to  the  combined  amounts  of  the  Old  Age  Security 
(OAS)  payment  and  the  maximum  Guaranteed  Income  Supplement  (GIS). 
As  of  July  1983,  minimum  income  support  levels  were  fixed  at  $514.35  a 
month  for  single  persons  ($256.67  OAS  +  $257.68  GIS),  and  at  $910.68  a 
month  for  married  couples  ($256.67  OAS  +  $198.67  GIS  for  each  spouse).4 
While  these  levels  are  not  officially  described  as  minimum  income-support 
targets,  they  can  be  interpreted  as  such. 

A  glaring  inconsistency  in  the  current  system  is  the  differential 
treatment  of  single  and  married  senior  citizens  in  need  of  income  support. 
A  married  couple  aged  65  and  over5  with  no  outside  income  received  a  total 
of  $10,083.66  in  OAS  and  GIS  benefits  in  1982.  This  amount  is  equivalent 
to  86  per  cent  of  the  low-income  cut-off  level  (as  defined  by  Statistics 
Canada)6  of  $11,761  for  a  two-person  household  living  in  a  metropolitan 
area  with  a  population  greater  than  500,000.  An  unattached  senior  citizen 
with  no  outside  income  received  $5,694.29  or  64  per  cent  of  the  low-income 
cut-off  level  of  $8,914  for  a  single  person.7 

GIS  payments  are  also  made  to  senior  citizens  with  some  outside 
income.  For  recipients  of  partial  GIS  payments,  benefits  are  reduced 
below  the  maximum  by  $1  for  every  $2  of  outside  income.  Thus  single 
persons  with  outside  incomes  over  $515  per  month  and  married  couples  with 
combined  monthly  incomes  above  $794  are  not  eligible  for  GIS  benefits. 
Given  these  'tax-back'  provisions,  married  couples  required  an  outside 
income  of  $3,344  in  1982  before  OAS  and  GIS  payments  could  bring  them 
up  to  the  low-income  cut-off  level.  Unattached  senior  citizens,  on  the 
other  hand,  required  an  outside  income  of  $6,072  in  1982  before  OAS 
payments  could  raise  them  to  the  low-income  cut-off  level.  Unattached 
recipients  of  GIS  benefits  were  below  the  low-income  cut-off  level  by  defi- 
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nition  because  the  gap  between  the  low-income  cut-off  and  the  income  level 
above  which  GIS  was  not  paid  was  greater  than  the  1982  OAS  payment. 

Provincial  benefits 


Six  provincial  governments  -  those  in  the  four  Western  provinces,  Ontario, 
and  Nova  Scotia  -  also  provide  income  supplements  to  the  low-income 
elderly.  However,  only  Saskatchewan  gives  supplements  to  single  persons 
equal  to  more  than  50  per  cent  of  supplements  given  to  married  couples. 
Despite  the  fact  that  two-person  households  need  less  than  twice  the 
income  of  an  unattached  individual  to  reach  the  same  standard  of  living, 
supplements  for  married  couples  in  Ontario,  Manitoba,  and  British  Columbia 
are  more  than  double  the  supplements  for  single  persons. 

The  gap  between  payments  to  single  and  married  senior  citizens  with 
low  outside  incomes  is  greatest  in  Ontario.  The  maximum  Guaranteed 
Annual  Income  Supplement  (GAINS)  payment  to  a  single  Ontario  senior 
citizen  with  no  outside  income  is  $48.88  per  month.  The  maximum  monthly 
GAINS  payment  to  a  married  couple  is  $159.62. 8 

GAINS  payments  are  also  reduced  by  $1  for  every  $2  of  outside 
income,  so  that  single  persons  with  outside  incomes  above  $98  a  month  and 
married  couples  with  combined  monthly  incomes  above  $319  are  not  eligible 
to  receive  them.  The  combined  effect  of  the  GIS  and  GAINS  tax-back 
mechanisms  is  to  ensure  that  GAINS  recipients  have  their  total  benefits 
reduced  by  the  full  amount  of  their  outside  incomes. 

All  residents  of  Ontario  aged  65  and  over  are  also  eligible  to  receive 
special  grants  from  the  provincial  government.  The  Ontario  Property  Tax 
Grant  amounts  to  $500  per  household  a  year  for  all  homeowners  and 
renters  aged  65  and  over.9  The  Temporary  Home  Heating  Grant  provides 
an  additional  $20  (reduced  from  $40  in  1982)  to  all  recipients  of  the 
Property  Tax  Grant.  The  Ontario  Sales  Tax  Grant  provides  each  senior 
citizen  with  $50  a  year.  These  payments  are  non-taxable  and  are  not 
dependent  upon  income.10 

For  a  single  Ontario  senior  citizen  with  no  outside  income,  maximum 
GAINS  payments  plus  these  grants  totalled  $1,176.56  in  1982.  Thus, 
provincial  payments  when  added  to  federal  OAS  and  GIS  benefits  brought 
the  minimum-income  floor  for  single  senior  citizens  living  in  Ontario  up  to 
$6,870.50  or  23  per  cent  below  the  low-income  cut-off  level.  Married  cou¬ 
ples  with  no  outside  income  received  $2,460.04  in  maximum  GAINS  payments 
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and  grants,  which  raised  the  income  floor  for  elderly  couples  up  to 
$12,543.70  or  7  per  cent  above  the  low-income  cut-off  level  for  a  two- 
person  household. 

Low  incomes  among  the  elderly 


The  available  data  indicate  that,  on  average,  the  single  elderly  are  signi¬ 
ficantly  worse  off  than  married  senior  citizens.  Statistics  Canada  estimates 
that  in  1981,  58.6  per  cent  of  unattached  (defined  as  unmarried  persons 
living  alone)  senior  citizens  were  living  on  incomes  below  the  low-income 
cut-off  level,  compared  to  14.5  per  cent  of  households  (married  couples  or 
relatives  living  together)  headed  by  persons  aged  65  and  over. 11 

The  higher  incidence  of  low  incomes  among  senior  citizens  living  alone 
is  caused  by  two  separate  factors.  The  first  is  the  fact  that  many  single 
senior  citizens  have  little  or  no  outside  income.  Roughly  three-quarters  of 
the  more  than  one  million  single  senior  citizens  are  women.12  Single 
elderly  women  are  typically  widows,  who  in  most  cases  were  not  employed 
after  marriage  and  did  not  accumulate  pension  credits  or  other  sources  of 
income  in  their  own  right.  The  second  factor  is,  of  course,  the  large  gap 
between  the  minimum  income-support  level  for  single  senior  citizens  and 
the  low-income  cut-off  level  for  unattached  individuals. 

It  should  be  recognized  that  not  all  single  senior  citizens  are  living 
alone.  Some  are  being  cared  for  in  old-age  homes,  while  others  live  with 
relatives.  However,  latest  estimates  show  510,000  persons  aged  65  and 
over  living  alone  in  1980. 13  This  was  out  of  a  total  elderly  population  of 
2.28  million.  Thus,  the  58.6  per  cent  estimate  of  unattached  senior  citi¬ 
zens  living  below  the  low-income  cut-off  level  does  apply  to  a  significant 
portion  of  the  elderly  population. 

Are  the  low-income  cut-offs  relevant? 


It  is  possible  to  argue  that  the  low-income  cut-off  levels  established  for 
the  general  population  are  not  applicable  to  the  elderly  because  senior 
citizens  receive  disproportionately  large  amounts  of  non-money  income.  In 
other  words ,  it  is  possible  that  a  senior  citizen  requires  a  lesser  amount  of 
money  income  than  a  younger  person  to  attain  the  same  standard  of  living. 

In  this  regard,  it  has  been  reported  that: 
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.  .  .  income  flow  to  persons  aged  65  and  older  would  be  at  least  30  per  cent 
above  that  estimated  from  the  Survey  of  Consumer  Finances  if  we  were  to 
take  into  account  unreported  money  and  non-money  income  sources.14 

By  itself,  this  suggests  that  the  number  of  senior  citizens  below  the 
low-income  cut-off  level  is  much  less  than  is  generally  believed.  However, 
it  is  important  to  understand  how  the  above  estimate  was  arrived  at.  Of 
the  30  per  cent,  17  per  cent  arises  from  an  estimate  of  the  average  value 
of  unreported  money  and  non-money  (excluding  health  care  and  housing 
services)  income  received  by  senior  citizens.  This  estimate  for  senior 
citizens  is  itself  derived  from  an  estimate  that  the  average  Canadian  house¬ 
hold  receives  unreported  money  and  non-money  income  equal  to  24  per  cent 
of  its  reported  money  income.  This  broad  estimate  for  all  households  is 
then  adjusted  downwards  to  reflect  the  fact  that  senior  citizens  probably 
receive  smaller-than-average  amounts  of  non-money  labour-income  and 
unreported  money  income  from  self-employment.  Since  Statistics  Canada 
defines  'low  income'  in  relative,  rather  than  absolute  terms  (see  footnote 
6),  the  inclusion  of  this  particular  component  of  imputed  income  would  not 
raise  the  relative  status  of  low  (money)  income  senior  citizens. 

The  remaining  13  per  cent  is  a  rough  estimate  of  the  value  of  sub¬ 
sidized  health-care  services  received  by  the  elderly.  Here,  it  is  true  that 
the  elderly  receive  a  disproportionately  large  share.  However,  it  is  debat¬ 
able  whether  imputed  income  in  the  form  of  health-care  services  should  be 
treated  in  the  same  manner  as  other  income  when  judging  the  ability  to 
attain  a  certain  standard  of  living.  Health-care  subsidies  do  not  make  a 
recipient  any  better  off,  in  terms  of  ability  to  consume  other  goods,  than 
other  individuals  with  the  same  money  income  who  do  not  experience  health 
problems  during  the  same  period.  Thus,  the  addition  of  the  imputed  value 
of  health-care  services  to  income  would  not  affect  the  relative  status  of 
senior  citizens. 

There  remains  the  issue  of  imputed  income  from  services  derived  from 
home  ownership.  While  the  percentages  of  homeowners  and  renters  do  not 
differ  significantly  across  age  groups,  the  percentage  of  homeowners  aged 
65  and  over  who  are  still  paying  off  a  mortgage  is  much  below  the  per¬ 
centage  of  homeowners  aged  25  to  64  who  are  still  paying  mortgages  (Stone 
and  Fletcher  1980,  62).  In  this  case,  it  is  clear  that  an  individual  who 
owns  his  home  outright  is  better  off  than  another  person  with  the  same 
money  income  but  who  either  rents  or  is  still  paying  a  mortgage.  Con¬ 
sequently,  home-owning  senior  citizens  with  low  money  incomes  may  not  fit 
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the  definition  of  'low  income'.  If  shelter  costs  are  composed  solely  of 
property  taxes,  the  percentage  of  income  allocated  to  consumption  of 
necessities  may  be  relatively  low  even  at  a  low  level  of  money  income. 

However,  low  income  among  the  elderly  cannot  be  made  to  vanish 
entirely  on  the  above  basis.  First  of  all,  the  incidence  of  home  ownership 
with  no  mortgage  among  the  elderly  is  lowest  at  the  lowest  levels  of  money 
income.15  It  is  also  likely  that  the  proportion  of  renters  is  particularly 
high  among  the  single  elderly,  since  evidence  indicates  that  female  heads 
of  households  aged  65  and  over  are  twice  as  likely  to  be  renters  as  male 
heads  (Stone  and  Fletcher  1980,  62).  The  high  incidence  of  low  income 
among  unattached  senior  citizens  cannot  be  entirely  explained  away  on  the 
basis  of  the  failure  to  account  for  imputed  income  from  home  ownership.16 
The  fact  remains  that  Canadian  governments  provide  less  generous  income- 
support  payments  to  single  senior  citizens,  even  though  the  single  elderly 
constitute  a  concentrated  pocket  of  low  income  in  Canadian  society. 

INCOME  REPLACEMENT 

Fair  treatment  is  even  harder  to  find  on  the  income-replacement  side  of  the 
system.  Clearly  defined  targets  have  not  been  established  either  by  words 
or  by  deeds.  No  position  has  been  taken  on  how  income-replacement 
assistance  should  be  linked  to  the  level  of  outside  income.  In  practice,  a 
part  of  the  income-replacement  system  is  progressive,  while  the  other  part 
is  regressive. 17 

OAS  benefits  are  a  universal  payment  made  to  all  persons  aged  65  and 
over.  Payments  made  to  those  not  requiring  income  support  must  be 
regarded  as  income-replacement  assistance.  Since  OAS  benefits  must  be 
reported  as  income  on  each  recipient's  tax  return,  and  the  marginal  tax 
rate  rises  as  income  rises,  the  after-tax  value  of  OAS  payments  falls  as 
outside  income  increases. 

However,  the  progressive  distribution  of  OAS  benefits  is  offset  by 
the  regressive  impact  of  special  tax  deductions  granted  to  the  elderly. 
The  value  of  both  the  old  age  exemption  for  taxpayers  aged  65  and  over 
and  of  the  deductibility  of  the  first  $1,000  of  pension  income  increase  with 
the  claimant's  income  and  marginal-tax  rate. 

The  decision  to  define  the  tax  savings  stemming  from  these  deductions 
as  income-replacement  assistance  requires  some  elaboration,  for  when  they 
were  first  put  in  place,  they  were  not  justified  as  such. 
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The  introduction  of  the  old-age  exemption  in  1948  arose  from  a  con¬ 
cern  with  preserving  horizontal  equity  in  the  income  tax:  since  elderly 
people  required  more  health  care,  the  minimum  cost  of  survival  was  con¬ 
sidered  to  be  greater  for  senior  citizens.  But  since  the  introduction  of 
universal  Medicare,  elderly  Canadians  no  longer  bear  the  burden  of  their 
own  health-care  costs,  although  it  might  be  argued  that  the  elderly  still 
face  higher  necessary  costs  in  other  areas.  There  are  indications,  for 
instance,  that  the  elderly  allocate  a  higher  proportion  of  total  spending  to 
expenditures  on  food  and  shelter.  However,  this  finding  seems  to  be  a 
function  of  the  higher  incidence  of  low  incomes  among  the  elderly  and  may 
not  be  applicable  to  the  middle-  and  high-income  elderly.  Professors 
Denton,  Kliman  and  Spencer  (1981,  77)  of  McMaster  University  have  con¬ 
cluded  that  'the  expenditure  patterns  of  those  between  65  and  75  differ 
little  from  those  of  persons  under  65'. 18  Now  that  the  original  horizontal- 
equity  justification  no  longer  applies,  the  old-age  exemption  can  only  be 
interpreted  as  a  special  tax  reduction.  In  other  words,  the  exemption  is  a 
'tax  expenditure'  providing  benefits  as  tangible  as  any  direct  income 
transfer.  These  tax  expenditures  constitute  income-replacement  assistance 
because  benefits  flow  only  to  those  senior  citizens  with  outside  incomes 
high  enough  to  be  taxable. 

A  case  can  be  made  that  the  pension  deduction  also  represents  a  tax 
expenditure.  At  the  time  of  its  introduction  in  1975,  this  deduction  was 
justified  as  a  means  of  compensating  recipients  of  fixed-benefit  employer- 
sponsored  pensions  for  the  inflation-induced  erosion  of  their  retirement 
incomes.  However,  the  deduction  can  only  deliver  full  compensation  when 
the  inflation  rate  is  very  low.  In  addition,  no  distinction  is  made  between 
indexed  and  non-indexed  pensions,  even  though  some  occupational  pensions 
are  increased  on  either  an  automatic  or  ad  hoc  basis  to  compensate  recipi¬ 
ents  for  higher  living  costs.  For  those  with  fully  indexed  pensions,  the 
pension  deduction  provides  'double'  indexing,  while  those  without  index¬ 
ation  receive  less  than  full  compensation.  If  the  government  seriously 
wants  to  protect  pensioners  from  inflation,  tax  breaks  should  be  linked 
directly  to  the  losses  incurred.  In  light  of  these  shortcomings,  it  would 
seem  to  be  more  plausible  to  view  the  pension  deduction  as  a  tax  expend¬ 
iture  delivering  income-replacement  assistance  to  the  elderly,  rather  than 
as  a  legitimate  tax  deduction  protecting  pensioners  from  inflation. 
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AN  OVERVIEW  OF  THE  SYSTEM 


The  net  benefit  received  by  senior  citizens  is  the  extra  after-tax  income 
accruing  from  income  transfers  and  tax  breaks  available  only  to  them.19 
The  complete  tax-transfer  benefit  package  for  the  elderly  can  thus  be 
expressed  as: 


TB. 


OAS •  (1  -  t.)  +  OAE-t.  +  PD.-t.  +  GIS.  +  PB.  ;  (1) 

v  r  1  ii  l  l  '  v  y 
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GIS.  = 
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PB.  = 


total  benefits  received  by  individual  i  in  a  given  year; 

OAS  benefits  in  a  given  year  =  $2842  in  1982; 

marginal  tax  rate  applicable  to  individual  i  without  OAE  and 

PD;; 

old  age  exemption  in  a  given  year  =  $2220  in  1982; 
pension  deduction  claimed  by  individual  i; 
federal  GIS  benefits  received  by  individual  i;  and 
provincial  income  supplements  and  tax  credits  received  by 
individual  i. 


If  the  1982  values  for  OAS  benefits  and  the  old  age  exemption  are  sub¬ 
stituted  in,  the  above  expression  becomes: 


1982 

TBj  =  $2842  +  (PDi  -  $622) -t.  +  GIS{  +  PB..  (2) 

The  distribution  of  benefits  according  to  the  outside-income  level  can 
be  easily  derived.  For  those  with  very  low  outside  incomes,  D  =  0,  so 
that  no  benefits  accrue  from  the  old-age  exemption  and  pension  deduction. 
Federal  GIS  benefits  are  determined  according  to  the  prescribed  formulas, 
which  in  1982  were: 

GIS.  =  $2852  -  0.5-Y.  for  single  persons  with  Y.  <  $5704,  (3a) 

GIS.  =  $4400  -  0.5-Yj  for  married  couples  with  Yj  <  $8800,  (3b) 

where 

Y.  =  outside  income  of  single  individual  i; 

Yj  =  combined  outside  income  of  married  couple  j; 

$2852  =  maximum  1982  GIS  payments  to  single  persons  with  Y.  =  0; 

$4400  =  maximum  1982  GIS  payments  to  married  couples  with  Y .  =  0. 
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Thus,  for  those  with  the  lowest  incomes,  equation  (2)  can  be  reduced  to: 


1982 

TB.  =  $5694  -  0.5-Y.  +  PB.  for  single  individual  i,  and  (4a) 

1982 

TBj  =  $10,084  -  0.5*Yj  +  PB.  for  married  couple  j.  (4b) 

Things  become  slightly  more  complicated  at  slightly  higher  levels  of 
outside  income,  where  it  is  possible  to  qualify  for  partial  GIS  benefits  and 
be  liable  for  income  tax  at  the  same  time.  Senior  citizens  in  this  situation 
face  a  combined  marginal-tax  rate  of  approximately  75  per  cent  -  the  50 
per  cent  GIS  tax-back  rate  added  to  the  lowest  federal  and  provincial 
income-tax  rates.20  For  those  with  a  positive  t.  in  1982  who  also  received 
GIS  payments,  equation  (2)  must  be  used  to  compute  the  total  tax-transfer 
benefit. 

The  outside-income  cut-off  levels  above  which  GIS  benefits  are  not 
paid  can  be  adopted  as  convenient  dividing  lines  separating  the  income- 
support  and  income-replacement  segments  of  the  elderly  population.  The 
following  equation  shows  the  income-replacement  benefits  received  by  those 
with  outside  incomes  too  high  to  qualify  for  GIS  benefits: 

1982 

TBj  =  $2842  +  (PD.  -  $622) -t.  +  PB..  (5) 

This  tells  us  that  the  smallest  income-replacement  benefits  (excluding 
consideration  of  provincial  benefits)  were  received  by  senior  citizens  with 
no  private-pension  income  who  were  in  the  highest  tax  bracket.  Since  the 
highest  marginal-tax  rate  in  1982  was  53.72  per  cent  (paid  by  Newfound¬ 
land  residents  with  taxable  incomes  over  $53,777),  the  smallest  possible 
income-replacement  benefit  was  $2,508.  The  highest  income-replacement 
benefits  were  received  by  those  in  the  highest  tax  bracket  who  were  able 
to  claim  the  full  $1,000  pension  deduction.  Thus,  the  highest  possible 
federal  income-replacement  benefit  was  $3,045.  Since  all  elderly  Canadians 
not  eligible  for  GIS  payments  received  benefits  within  this  narrow  range, 
the  distribution  of  federal  income-replacement  benefits  can  be  said  to  have 
been  roughly  equal.  In  other  words,  the  old-age  exemption  and  pension 
deduction  had  the  effect  of  negating  the  taxability  of  OAS  payments.  The 
distribution  of  income-replacement  benefits  would  not  have  differed  signifi¬ 
cantly  if  OAS  payments  had  been  non-taxable  and  special  tax  breaks  for 
the  elderly  had  not  existed. 
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Since  the  old-age  exemption  and  pension  deduction  roughly  offset  the 
taxability  of  OAS  benefits,  the  sum  of  federal  OAS,  GIS  and  Spouse's 
Allowance  (SPA)  payments  and  provincial  supplements  approximately  equals 
the  total  benefits  delivered  to  the  elderly  through  the  tax-transfer  system. 
In  fiscal  year  1983-84,  it  is  estimated  that  this  sum  will  exceed  $11 
billion.21  The  effectiveness  of  this  $11  billion  income-security  system  must 
be  judged  on  the  basis  of  success  in  meeting  the  objectives  of  income 
support  and  income  replacement. 

Income-support  payments  must  be  credited  with  lifting  large  numbers 
of  senior  citizens  above  the  low-income  cut-off  levels.  Given  that  there  is 
a  limit  on  the  amount  of  resources  that  can  be  allocated  to  the  elderly,  the 
practice  of  providing  the  greatest  benefits  to  those  with  the  lowest  incomes 
heightens  the  effectiveness  of  the  income-support  system.  However, 
income-support  benefits  for  single  senior  citizens  are  clearly  inadequate 
when  compared  to  the  assistance  granted  to  married  couples.  The  high 
incidence  of  low  income  among  unattached  senior  citizens  stands  as  undeni¬ 
able  evidence  of  this  hole  in  the  income-support  system. 

In  the  absence  of  clearly  defined  targets,  the  income-replacement  side 
of  the  system  is  harder  to  evaluate.  What  is  clear  is  that  income-replace¬ 
ment  benefits  are  apportioned  on  an  approximately  equal  basis  regardless 
of  outside  income.  This  distribution  of  benefits  would  seem  to  indicate 
that  government  feels  an  obligation  to  replace  a  portion  of  the  pre-retire¬ 
ment  earnings  of  even  the  wealthiest  senior  citizens.  If  one  believes  that 
the  hardships  faced  by  the  wealthiest  of  the  elderly,  however  low  their 
replacement  rates  may  be,  are  not  so  serious  as  to  warrant  special  assist¬ 
ance  through  the  tax-transfer  system,  then  the  conclusion  would  be  that 
income-replacement  benefits  are  not  being  allocated  effectively. 

PROPOSALS  FOR  REFORM 

It  is  generally  agreed  that  the  inadequate  level  of  income  support  for 
single  senior  citizens  is  a  serious  shortcoming  of  the  current  system. 
Virtually  every  organization  that  has  commented  on  retirement-income 
policy  has  come  out  in  favour  of  higher  income-support  benefits  for  this 
group.  The  degree  of  consensus  becomes  apparent  when  one  compares  the 
recommendations  of  the  Business  Committee  on  Pension  Policy  and  the 
Canadian  Labour  Congress  -  two  groups  which  disagree  on  almost  every 
issue  pertaining  to  retirement  income.  The  Business  Committee's  recom- 
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mendation  that  'the  first  government  action  should  be  to  increase  GIS 
and/or  provincial  supplements  for  single  persons  who  are  in  need'  (1982,2) 
is  not  very  far  from  the  CLC's  position  that  the  federal  government  should 
'...  bring  the  minimum  income  guaranteed  to  singles  and  couples  above  the 
Statistics  Canada  poverty  line  for  large  cities.'  (1982,  15). 22 

Near-unanimous  support  for  a  proposal  normally  results  in  prompt 
implementation  by  government.  In  this  case,  the  federal  government  has 
stated  that  increased  benefits  for  poor  single  senior  citizens  'are  con¬ 
sidered  by  the  government  to  be  one  of  the  priorities  in  pension  reform.' 
However,  it  is  by  no  means  clear  that  action  is  imminent.  The  govern¬ 
ment's  commitment  is  qualified  by  an  additional  statement  that  benefits  for 
the  single  elderly  will  be  raised  as  soon  as  resources  permit.'23 

The  'as  soon  as  resources  permit'  disclaimer  reflects  the  widespread 
concern  with  the  size  of  the  federal  deficit.  The  prevailing  view  seems  to 
be  that  the  problem  of  low  income  among  the  elderly  cannot  be  addressed 
until  the  federal  government's  fiscal  position  improves.  In  the  words  of 
Toronto-based  consulting  actuaries  Eckler,  Brown,  Segal  and  Co.  Ltd.: 

Eighteen  months  ago  the  federal  deficit  was  projected  at  $10  billion  and 
now  it  is  ($32  billion).  If  the  GIS  couldn't  be  increased  in  1981,  it  is 
difficult  to  see  how  it  could  be  improved  in  the  foreseeable  future.24 

With  the  federal  deficit  forecast  to  remain  above  $25  billion  for  the 
next  four  years  (Lalonde,  1983),  it  would  seem  that  resources  will  not 
permit  improved  benefits  for  the  elderly  poor  for  some  time  to  come.25 
However,  this  state  of  policy  paralysis  is  by  no  means  as  inevitable  as  it 
might  seem.  The  apparent  contradiction  between  the  desire  to  help  the 
low-income  elderly  and  the  concern  that  the  deficit  not  be  increased  can  be 
resolved  without  having  to  sacrifice  one  or  the  other. 

First  of  all,  the  current  climate  of  fiscal  restraint  makes  it  imperative 
that  any  increase  in  benefits  be  targeted  to  reach  those  with  the  greatest 
need.  As  has  been  pointed  out,  the  incidence  of  low  income  is  highest 
among  senior  citizens  living  alone.  In  addition,  low-income  elderly  renters 
are  comparatively  worse  off  than  low-income  senior  citizens  who  live  in 
their  own  homes.  An  across-the-board  increase  in  GIS  payments  to  un¬ 
married  senior  citizens  would  make  no  distinction  between  those  living 
alone  and  those  living  in  shared  accommodation,  or  between  renters  and 
homeowners. 

The  federal  Task  Force  on  Retirement  Income  Policy  (1980,  344) 
suggested  two  methods  of  targeting  benefits  to  reach  those  with  the  great- 
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est  need.  One  is  to  establish  a  'living  alone  allowance'  as  a  special  supple¬ 
ment  for  senior  citizens  living  by  themselves  in  rented  accommodation. 
The  other  is  to  include  shelter  costs,  rental  or  property-tax  payments  up 
to  a  specified  maximum  as  a  criterion  for  determining  each  recipient's  GIS 
benefit.  In  this  way,  higher  GIS  benefits  could  be  delivered  to  those 
likely  to  be  paying  the  highest  shelter  costs  per  person  -  unattached 
senior  citizens  living  in  rented  quarters.26 

Adoption  of  either  of  these  approaches  would  add  to  the  complexity  of 
the  income-support  system.  The  administrative  cost  of  delivering  benefits 
would  increase.  The  advantage  of  targeting  an  increase  in  benefits  is  that 
the  additional  funds  required  to  improve  the  situation  of  the  neediest  of 
the  elderly  would  be  less  than  in  the  case  of  an  across-the-board  increase 
in  benefits. 

The  second  point  that  should  be  stressed  is  that  the  deficit  need  not 
be  affected  by  an  increase  in  benefits  for  the  elderly  poor.  Low-income 
senior  citizens  could  be  aided  by  a  redistribution  of  the  total  amount  now 
delivered  to  the  elderly  through  the  tax-transfer  system.  Reform  of  the 
existing  system  could  be  based  on  the  following  two  principles: 

Income  support  should  take  precedence  over  income  replacement. 

Income-replacement  assistance  through  the  tax-transfer  system  should 
be  distributed  in  such  a  way  that  benefits  decline  with  income. 

The  downgrading  of  income-replacement  assistance  in  the  overall 
distribution  of  tax-transfer  benefits  to  the  elderly  would  recognize  the  fact 
that  the  government  has  put  in  place  other  mechanisms  for  facilitating 
income  replacement.  Among  these  are  the  granting  of  a  tax  deduction  for 
contributions  to  Registered  Retirement  Savings  Plans  (RRSPs)  and  to 
private  pension  plans,  and  the  establishment  of  the  Canada  and  Quebec 
Pension  Plan  (C/QPP)  system.  Low-income  earners  receive  little  or  no 
benefit  from  these  programs  and  must  rely  instead  on  transfer  payments 
for  income  support  after  retirement.  The  motivation  behind  such  programs 
seems  to  be  that  government  should  foster  an  environment  in  which  middle- 
and  high-income  earners  can  save  for  their  own  retirement. 

The  rationale  for  providing  tax-transfer  benefits  to  all  senior  citizens 
would  seem  to  be  that,  despite  tax  breaks  and  C/QPP  benefits,  even 
middle-  and  high-income  earners  are  unable  to  secure  adequate  retirement 
incomes.  Unfortunately,  there  have  not  been  many  attempts  to  estimate 
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actual  income-replacement  rates.  One  of  the  few  examples  is  an  Economic 
Council  of  Canada  (1979,  20)  estimate  that,  for  those  in  the  top-income 
quintile  of  persons  aged  65  to  74  in  1975,  pre-tax  income  averaged  92.2 
per  cent  of  pre-retirement  earnings.  Those  in  the  second  and  third  lowest 
quintiles  fared  worst  with  the  average  income-replacement  rates  of  73.4  per 
cent  and  76.5  per  cent  respectively.  Denton,  Spencer  and  Kliman  (1981, 
77)  have  also  studied  income  replacement  and  report  that  'the  average 
income  level  deteriorates  much  less  at  the  time  of  retirement  than  is 
thought  to  be  the  case.' 

Of  course,  there  is  no  widely  accepted  definition  of  what  constitutes  a 
'low'  income-replacement  rate.  Therefore,  it  is  not  possible  to  determine 
whether  low  absolute  incomes  or  low  income-replacement  rates  are  more 
common  among  the  elderly.  However,  the  available  evidence  does  indicate 
that  low  income  replacement  rates  are  less  frequent  among  senior  citizens 
with  the  highest  incomes.  It  is  also  likely  that  the  hardship  caused  by  a 
low  income-replacement  rate  is  less  severe  the  higher  the  level  of  income. 

Thus,  a  case  can  be  made  that  benefits  now  being  given  to  the  high- 
income  elderly  could  have  greater  impact  if  they  were  transferred  to  the 
low-income  elderly.  A  reduction  in  benefits  would  have  little  impact  on  the 
healthy  income-replacement  rates  of  high-income  senior  citizens.  The 
increase  in  benefits  made  possible  for  the  low-income  elderly  would  be 
immediately  felt  by  those  who  must  spend  most  of  their  income  on  the 
necessities  of  life. 

One  simple  reform  that  would  be  consistent  with  the  principles  out¬ 
lined  above  is  a  reduction  in  OAS  payments  to  high-income  senior  citizens 
in  order  to  finance  increased  benefits  for  low-income  senior  citizens.  Many 
proposals  along  these  lines  have  been  made.27  OAS  expenditures  are  the 
largest  single  pool  of  funds  available  for  redistribution.  In  fact,  it  has 
been  estimated  that  if  the  funds  now  allocated  to  OAS  payments  were 
turned  over  to  the  GIS  program,  GIS  benefits  could  be  raised  high  enough 
to  bring  all  senior  citizens  above  the  low-income  cut-off  levels.28 

However,  even  relatively  modest  proposals  to  reduce  OAS  benefits  for 
the  high-income  elderly  have  encountered  stiff  resistance. 29  Defenders  of 
the  OAS  system  argue  that  universal  benefits  are  superior  to  selective 
(income-tested  or  means-tested)  benefits  as  a  means  of  income  redistri¬ 
bution.  Five  advantages  of  universality  over  selectivity  are  commonly 
cited.  These  are: 
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1  Society  attaches  a  moral  stigma  to  receiving  income-tested  benefits, 
but  not  to  receiving  universal  benefits.  This  stigma  may  deter  eligible 
recipients  from  accepting  income-tested  support. 

2  Selective  programs  entail  higher  administrative  costs  because  of  the 
necessity  of  putting  in  place  a  mechanism  for  regular  income-testing. 

3  High  'tax-back'  rates  applied  to  income-tested  benefits  reduce  econo¬ 
mic  efficiency  by  introducing  disincentive  effects. 

4  Income-testing  delays  the  distribution  of  benefits  and  thus  causes 
hardship  for  those  with  highly  variable  incomes  who  may  not  receive  bene¬ 
fits  at  the  time  of  greatest  need. 

5  Universal  benefits  are  'entitlements'.  OAS  payments,  for  instance, 
are  made  to  compensate  those  aged  65  and  over  for  having  paid  taxes 
during  their  working  years.  Universal  entitlements  are  necessary  to 
maintain  political  support  for  social  programs  because  they  make  such 
programs  palatable  to  taxpayers.  (Mendelson  1981;  Keselman  1980) 

Presumably,  such  objections  do  not  apply  to  a  proposal  to  finance 
increased  benefits  to  low-income  senior  citizens  by  repealing  the  old-age 
exemption  and  the  pension  deduction.  In  theory,  these  tax  breaks  are 
universally  available  to  all  senior  citizens.  In  practice,  benefits  are  dis¬ 
tributed  selectively  only  to  those  senior  citizens  with  incomes  high  enough 
to  be  liable  for  income  tax.  Thus,  these  tax  breaks  cannot  be  justified  on 
the  basis  of  universality.  Nor  can  they  be  defended  on  equity  grounds 
when  those  senior  citizens  least  in  need  of  assistance  receive  the  greatest 
benefits . 

Removal  of  these  deductions  from  the  income  tax  would  generate 
additional  federal-tax  revenues  of  at  least  $290  million.30  Redistribution  of 
such  a  sum  would  not  eliminate  poverty  among  the  elderly.  However,  it 
would  significantly  improve  the  situation  of  the  elderly  poor. 

One  obstacle  in  the  path  of  such  a  reform  is  the  unwritten  political 
rule  that  benefits  once  given  can  never  be  taken  away.  This  impasse 
might  be  resolved  by  phasing  out  the  old-age  exemption  and  pension 
deduction  on  a  gradual  basis.  As  a  minimum  first  step,  indexing  of  the 
old-age  exemption  could  be  halted  and  use  of  the  pension  deduction  could 
be  restricted  to  those  aged  65  and  over.  This  would  permit  an  immediate 
small  increase  in  benefits  for  low-income  senior  citizens.  A  larger  rise  in 
income-support  payments  could  be  achieved  if  the  dollar  amounts  of  the 
old-age  exemption  and  pension  deduction  were  actually  reduced.  Gradual 
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reductions  over  a  period  of  years  would  allow  corresponding  increases  in 
payments  to  the  low-income  elderly.  Another  alternative  would  be  to 
'income-test'  the  old-age  exemption  and  pension  deduction  by  reducing 
their  size  as  income  rises.  This  would  enhance  the  progressivity  of  a 
benefit  redistribution.31  A  'gradualist'  approach  to  removing  the  old-age 
exemption  and  pension  deduction  would  represent  a  smaller  first  step 

towards  reform,  but  might  at  least  ensure  that  the  process  gets  underway. 

Over  the  longer  run,  a  more  sweeping  reform  may  be  necessary. 
According  to  current  projections,  the  proportion  of  the  total  population 
aged  65  and  over  may  double  over  the  next  50  years  (Economic  Council  of 
Canada  1979,  23-6).  Meanwhile,  if  the  lengthy  debate  over  pension 

reform  ultimately  results  in  expanded  and  improved  coverage,  the  incidence 
of  low  income  among  the  elderly  and  of  low  income-replacement  rates  among 
the  middle-  and  high-income  elderly  should  fall  over  time.  The  combined 
effects  of  these  two  trends  may  eventually  diminish  the  popularity  of  a 
universal  system  of  benefits  for  the  elderly.  The  growing  relative  size  of 
the  elderly  population  will  place  upward  pressure  on  the  share  of  total 
government  spending  allocated  to  the  elderly.  Under  universality  in  the 
post-pension-reform  era,  an  increasing  proportion  of  benefits  will  be 
flowing  to  middle-  and  high-income  senior  citizens  who  have  no  need  of 

assistance.  It  is  possible  that  the  labour  force  of  the  future,  forced  to 

pay  higher  taxes  to  finance  a  system  of  universal  support  for  the  elderly, 
may  become  increasingly  resentful,  despite  the  promise  of  being  able  to 
reap  benefits  themselves  after  retirement. 

If  support  for  universality  fades,  a  move  towards  a  wholly  income- 
tested  system  becomes  possible.  The  advantage  of  an  income-tested  system 
is  that,  for  a  given  amount  available  to  be  transferred,  larger  benefits  can 
reach  those  with  lowest  incomes  than  is  possible  under  a  partly  universal 
system.  One  method  of  implementing  selectivity  is  to  provide  a  single 
income- tested  transfer  payment;  in  other  words,  to  rely  on  an  expanded 
GIS  to  deliver  income  support  to  low-income  senior  citizens  as  well  as  some 
measure  of  income-replacement  assistance  to  those  immediately  above  the 
income-support  level.  However,  the  transition  from  a  partly  selective, 
partly  universal  system  to  a  wholly  income-tested  system  might  be  eased  if 
a  tax  credit,  rather  than  a  transfer  payment,  was  used  to  deliver  benefits 
to  the  elderly. 

From  an  analytical  point  of  view,  a  refundable,  income-tested  tax 
credit  is  equivalent  to  a  non-taxable,  income-tested  transfer  payment. 
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The  maximum  value  of  an  'elderly  tax  credit'  can  be  set  equal  to  a  desired 
income-support  target,  just  as  the  maximum  transfer  payment  can.  Refund- 
ability  means  that  those  with  incomes  too  low  to  be  liable  for  income  tax 
receive  a  credit  refund.  A  credit  can  be  reduced  by  a  fixed  percentage 
for  each  dollar  of  reported  income  or  by  differing  percentages  in  different 
income  brackets.  This  use  of  a  'vanishing'  rate  to  reduce  the  value  of  a 
credit  is  equivalent  to  using  a  'tax-back'  rate  to  income-test  a  transfer 
payment.  In  both  cases,  the  value  of  benefits  decline  in  a  regular  manner 
as  incomes  rise.  The  vanishing-rate  mechanism  ensures  that  a  credit 
disappears  above  some  threshold-income  level,  just  as  a  tax-back  rate 
ensures  that  those  above  a  cut-off  level  of  income  are  not  eligible  to 
receive  a  transfer  payment.32 

Other  special  features  could  be  incorporated  into  an  elderly  tax 
credit.  The  size  of  the  credit  received  by  a  married  couple  could  be 
determined  by  the  combined  income  of  the  couple,  just  as  GIS  payments  to 
married  couples  now  depend  on  combined  income.33  To  allow  for  the  fact 
that  a  two-person  household  can  attain  the  same  standard  of  living  on  less 
than  twice  the  income  of  an  unattached  individual,  the  maximum  credit  for 
married  couples  could  be  set  at  less  than  twice  the  maximum  for  single 
persons.  A  distinction  could  also  be  made  between  homeowners  and 
renters,  perhaps  by  providing  a  separate  income-tested  credit  to  cover 
shelter  costs. 

While  broadly  equivalent  to  a  non-taxable,  income-tested  transfer 
payment,  a  refundable,  income-tested  tax  credit  is  superior  in  two  impor¬ 
tant  respects.  First,  the  administrative  cost  of  operating  an  elderly  tax 
credit  would  likely  be  less  than  the  cost  of  administering  an  income-tested 
transfer  system.  The  credit  could  be  grafted  onto  an  income  tax  system 
already  in  place.  Credit  refunds  could  even  be  paid  at  intervals  through¬ 
out  the  year  without  straining  the  capacities  of  the  income  tax  system.34 
This  is  important  in  view  of  the  fact  that  low-income  senior  citizens  would 
be  relying  on  credit  refunds  to  cover  basic  living  expenses  and  would  find 
it  easier  to  manage  their  finances  if  refunds  were  spread  out  over  the 
year.  Of  course,  introduction  of  an  elderly  tax  credit  would  result  in  an 
increase  in  the  number  of  tax  returns  filed  and,  hence,  in  an  increase  in 
processing  costs.  Payment  of  the  credit  at  intervals  would  raise  costs 
even  more.  However,  these  cost  increases  would  likely  be  more  than 
offset  by  cost  reductions  resulting  from  the  elimination  of  the  admini¬ 
strative  structures  in  charge  of  distributing  OAS  and  GIS  payments. 
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Another  advantage  of  a  tax  credit  is  that  benefits  would  be  linked  to 
outside  incomes  in  a  way  that  does  not  demean  the  elderly.  Supporters  of 
universal  transfer  payments  argue  that  income-testing  undermines  the 
self-worth  of  recipients  forced  to  apply  for  'welfare'.  Claiming  a  credit 
refund  by  filing  a  tax  return  does  not  seem  to  inspire  the  guilt  feelings 
that  may  be  engendered  by  having  to  fill  out  a  special  application  for  an 
income-tested  transfer  payment.  A  tax  credit  would  seem  to  be  the  only 
mechanism  by  which  benefits  can  be  targeted  effectively  while  leaving  the 
dignity  of  the  elderly  intact. 

This  last  advantage  weighs  heaviest  on  the  side  of  using  a  refundable 
tax  credit  to  distribute  benefits  to  the  elderly.  The  belief  that  income¬ 
testing  is  demeaning  seems  to  be  the  most  serious  objection  to  selectivity. 
At  least  as  far  as  benefits  for  the  elderly  are  concerned,  other  arguments 
against  selectivity  are  secondary  to  this  overriding  concern  with  human 
dignity.35  Use  of  the  income  tax  to  income-test  benefits  without  resorting 
to  special  application  procedures  would  neutralize  this  argument  against 
selectivity.  If  universality  becomes  politically  unpopular  in  the  future,  an 
elderly  tax  credit  merits  consideration  as  an  optimal  means  of  moving 
toward  selectivity. 

CONCLUSION 

Some  sort  of  government  action  in  this  area  is  necessary.  At  the  very 
least,  the  objectives  of  the  income-security  system  should  be  clearly 
stated.  The  current  system  seems  to  have  been  developed  in  a  piecemeal 
fashion  without  much  thought  ever  being  given  to  overall  objectives. 
Before  the  system  becomes  too  unwieldy,  we  should  think  about  what  it  is 
we  wish  to  achieve  by  providing  benefits  to  the  elderly  through  the  tax- 
transfer  system.  The  two  principles  stated  in  the  previous  section  are 
being  put  forward  as  possible  guidelines  for  reform. 

The  question  then  becomes:  how  can  reform  be  implemented  given 
the  existing  political  constraints?  The  current  climate  of  fiscal  restraint 
limits  any  increase  in  total  benefits  allocated  to  the  elderly.  A  redistri¬ 
bution  of  the  existing  level  of  benefits  may  be  the  most  feasible  means  of 
helping  low-income  senior  citizens.  The  deficit  constraint  also  points  to 
the  importance  of  targeting  any  increase  in  benefits  to  those  most  in  need. 

Whatever  reforms  eventually  emerge  from  the  current  debate,  the 
system  of  delivering  income  security  to  the  elderly  should  be  continually 
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monitored  to  ensure  that  clearly  defined  objectives  are  being  met.  Par¬ 
ticular  attention  should  be  paid  to  assessing  the  relative  magnitude  of 
hardships  caused  by  low  absolute  incomes  and  by  low  income-replacement 
rates.  If  the  incidence  of  low  replacement  rates  among  the  middle-  and 
high-income  elderly  should  decline  in  the  future,  universal  distribution  of 
benefits  to  the  elderly  may  no  longer  be  desirable.  Thus,  it  is  approp¬ 
riate  to  start  thinking  about  the  best  method  of  income-testing  benefits. 


NOTES 


1  'Outside'  income  is  defined  to  include  all  personal  income  that  must 
be  reported  on  tax  returns  with  the  exception  of  transfer  income 
received  from  government. 

2  Benefits  accruing  to  the  elderly  from  the  Canada  and  Quebec  Pension 
Plans  (CPP,  QPP)  are  not  defined  as  transfer  payments  in  this  paper. 
There  has  been  a  long  debate  over  whether  the  CPP  and  QPP  are  pension 
plans  that  happen  to  be  operated  by  governments,  or  are  simply  another 
branch  of  the  income-transfer  system.  The  decision  to  exclude  C/QPP 
benefits  from  the  discussion  in  this  paper  should  not  be  construed  as 
an  implicit  judgement  in  favour  of  the  'pension'  view.  However,  since 
the  public  firmly  believes  that  these  benefits  are  earned,  there  would 
appear  to  be  little  practical  possibility  of  altering  the  distribution 
of  C/QPP  'transfer  payments'  in  the  near  future.  As  this  paper  con¬ 
centrates  on  what  can  be  accomplished  at  present,  the  issue  of  C/QPP 
benefits  has  been  left  to  one  side. 

3  The  terms,  'income  security',  'income  support',  and  'income  replace¬ 
ment'  have  been  borrowed  from  the  Economic  Council  of  Canada  (1979). 
While  it  could  be  argued  that  all  assistance  to  the  elderly  fits  the 
income-replacement  definition,  there  is  a  clear  difference  in  the  type 
and  amount  of  assistance  given  low-  and  higher-income  senior  citizens. 

4  Prior  to  the  June  1982  federal  budget,  both  OAS  and  GIS  payments  were 
increased  quarterly  according  to  the  rate  of  change  of  the  Consumer 
Price  Index.  As  part  of  the  '6  and  5'  program,  a  cap  of  6  per  cent 
has  been  placed  on  the  increase  in  OAS  payments  in  1983  with  the  cap 
to  be  reduced  to  5  per  cent  in  1984.  GIS  payments  will  be  increased 
such  that  the  combined  OAS-GIS  payments  received  by  the  low-income 
elderly  keep  up  with  the  rate  of  inflation. 

5  Another  benefit,  the  Spouse's  Allowance  (SPA),  is  provided  to  those 
between  the  ages  of  60  and  64  whose  spouses  are  aged  65  or  over.  SPA 
benefits  are  only  provided  when  total  family  income  is  below  the  GIS 
cut-off  level.  When  combined  with  OAS  and  GIS  benefits  received  by 
the  spouse  aged  65  or  over,  SPA  benefits  bring  total  benefits  to  the 
level  that  would  be  paid  in  OAS  and  GIS  benefits  if  both  spouses  were 
over  65 . 

6  Statistics  Canada  explains  at  some  length  that  the  low-income  cut-offs 
'are  not  poverty  lines  and  should  not  be  so  interpreted. . .Rather, 
these  cut-offs  were  designed  in  response  to  the  need  to  quantify  the 
numbers  and  characteristics  of  individuals  and  families  falling  into 
the  lowest  income  category  -  defined  in  relative  terms  taking  into 
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account  current  overall  levels  of  living. '  The  low-income  cut-offs 
are  'determined  at  income  levels  where,  on  average,  58.5  per  cent  of 
income  was  spent  on  food,  shelter  and  clothing' .  See  Statistics 
Canada  (1982,  120-128)  for  a  full  explanation  of  how  the  cut-offs  are 
arrived  at  and  how  they  should  be  interpreted.  Quotes  are  from  p.  120 
and  p.  124  respectively. 

7  Statistics  Canada  sets  low-income  cut-off  levels  for  five  different 
areas  classified  by  population  size.  The  cut-offs  are  highest  for 
metropolitan  areas,  in  recognition  of  the  observed  tendency  for  the 
cost  of  living  to  increase  with  population  density.  Income-support 
levels  as  a  percentage  of  low-income  cut-offs  are  reported  in  the  main 
body  of  the  paper  for  metropolitan  areas  only.  The  complete  range  of 
cut-offs  is  reported  below,  with  income-support  levels  as  a  percentage 
of  the  cut-offs  appearing  in  brackets. 

1982  Low  Income  Cut-Offs 


Size  and  area  of  residence 


500,000+ 

100-500,000 

30-100,000 

small 

rural 

1-person 

$8,914 

$8 , 466 

$7,941 

$7,342 

$6,592 

household 

(64%) 

(67%) 

(72%) 

(78%) 

(86%) 

2-person 

$11,761 

$11 , 162 

$10,414 

$9,663 

$8,615 

household 

(86%) 

(90%) 

(97%) 

(104%) 

(117%) 

OAS  and  GIS  payments  bring  unattached  senior  citizens  in  rural  areas 
closer  to  the  low-income  cut-off  level.  However,  the  discrepancy 
between  married  and  single  income-support  levels  remains,  as  married 
couples  in  rural  areas  are  guaranteed  an  income  17  per  cent  above  the 
low-income  cut-off  level. 

8  Another  inexplicable  feature  of  the  GAINS  system  is  the  fact  that 

supplements  for  married  couples  are  increased  quarterly  to  reflect 
increases  in  the  CPI,  while  supplements  for  single  persons  are  not. 
Instead,  GAINS  payments  for  single  persons  are  adjusted  periodically 
on  an  ad  hoc  basis  to  compensate  recipients  for  inflation.  GAINS 
payments  for  single  persons  were  last  increased  in  1980. 

9  For  homeowners,  the  Property  Tax  Grant  equals  $500  or  the  annual 

property  tax,  whichever  is  less.  For  renters,  the  grant  is  the  lesser 
of  $500  or  20  per  cent  of  annual  rent  payments.  Residents  of  old-age 
homes  are  not  eligible  for  the  Property  Tax  Grant. 

10  Like  other  universal  transfer  payments,  these  grants  provide  income 

support  to  low-income  recipients  and  income-replacement  assistance  to 
higher-income  senior  citizens.  However,  it  can  be  argued  that  these 
special  grants  for  senior  citizens  exist  primarily  to  provide  income- 
replacement  assistance.  If  these  grants  did  not  exist,  Ontario  senior 
citizens  would  be  eligible  to  receive  Ontario  Property  and  Sales  Tax 
Credits,  which  are  made  available  to  all  Ontario  taxpayers  on  an 
income-tested  basis.  The  value  of  special  grants  to  low-income  senior 
citizens  can  be  interpreted  as  the  difference  between  what  they 
receive  from  them  and  what  they  would  receive  from  the  credits  if  the 
grants  did  not  exist.  Since  high-income  senior  citizens  would  not  be 
eligible  to  receive  income-tested  credits,  they  receive  the  greatest 
net  gain  from  the  provision  of  universal  grants  to  senior  citizens. 
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11  These  figures  are  based  on  the  low-income  cut-off  levels  established 
according  to  the  1978  Family  Expenditure  Survey.  See  Statistics 
Canada  (1983,  163). 

12  All  population  estimates  taken  from  Statistics  Canada,  Estimates  of 
Population  by  Marital  Status,  Age  and  Sex,  Canada  and  Provinces,  1979 
Final,  1980  Preliminary  (Catalogue  91-203,  Annual)  25. 

13  Statistics  Canada,  Household  Facilities  by  Income  and  Other  Character¬ 
istics,  1980  (Catalogue  13-567,  Occasional)  86. 

14  Stone  and  MacLean  (1979,  24).  It  should  be  made  clear  that  Stone  and 
Maclean  are  not  implying  here  that  the  inclusion  of  non-money  income 
would  change  the  relative  status  of  senior  citizens  with  low  money 
incomes . 

15  See  Statistics  Canada,  Household  Facilities  by  Income  and  Other  Char¬ 
acteristics,  1980  (Catalogue  13-567,  Occasional)  86. 

16  In  fact,  the  imputed  value  of  home-ownership  services  argument  may  be 
more  relevant  for  the  income-replacement  issue.  The  standard  of 
living  attained  while  renting  or  paying  off  a  mortgage  can  be  reached 
with  a  lesser  amount  of  income  once  a  mortgage  is  paid  off.  If  a  high 
proportion  of  the  middle-  and  high-income  elderly  own  their  homes 
outright,  evidence  of  low  income-replacement  rates  among  these  groups 
may  overstate  the  degree  of  hardship  experienced. 

17  The  terms  'regressive'  and  'progressive'  are  used  in  a  rather  loose 
sense  in  this  paper.  In  technical  studies  of  the  tax  system,  the 
distinction  between  the  two  terms  depends  on  tax  liability  as  a  pro¬ 
portion  of  income.  Thus,  a  tax  deduction  can  be  said  to  be  progres¬ 
sive  as  long  as  tax  savings  as  a  percentage  of  income  decline  as 
income  rises,  even  though  the  absolute  value  of  tax  savings  increases 
with  income.  In  this  paper,  the  pension  deduction  and  old-age  exemp¬ 
tion  are  viewed  as  'tax  expenditures'  that  transfer  after-tax  income 
to  the  elderly.  Income  transfers  are  generally  described  in  terms  of 
the  link  between  the  absolute  magnitudes  of  the  transfer  and  outside 
income.  Thus,  in  this  paper,  a  distribution  of  benefits  is  referred 
to  as  'regressive'  if  benefits  increase  with  income. 

18  See  also  Statistics  Canada  (1980,  xxiii)  for  similar  results  showing 
that : 

The  difference  between  the  two  age  groups  (45-64  and  65  and  over)  for 
expenditures  on  basics  (food,  shelter  and  clothing)  in  Table  4  was 
originally  about  $222;  after  standardizing  for  income  this  difference 
has  become  negligible. 

19  The  pension  deduction  is  not  restricted  to  those  aged  65  or  over. 

However,  since  the  number  of  under-65  claimants  is  probably  small 
relative  to  65-and-over  claimants,  this  deduction  can  be  considered  as 
part  of  the  income-security  system  for  elderly  Canadians. 

20  The  old-age  exemption  and  pension  deduction  sharply  reduce  the  number 
of  senior  citizens  who  would  otherwise  face  such  perversely  high  mar¬ 
ginal-tax  rates.  I  am  indebted  to  James  Clare  for  pointing  this 
situation  out  to  me. 

21  Latest  federal  estimates  are  that  OAS ,  GIS  and  SPA  payments  will  total 

$10,747  billion  in  1983-84;  see  Hon.  M.  Lalonde,  The  Fiscal  Plan 
(Ottawa:  Department  of  Finance  Canada,  April  1983),  20.  Provincial 

supplements  will  add  roughly  another  $500  million  to  this  total. 

22  Although  they  do  agree  about  the  existence  of  the  basic  problem,  it  is 

true  that  the  CLC  and  Business  Committee  disagree  over  the  size  of  the 
increase  in  benefits  and  over  the  method  of  implementing  such  an 
increase . 
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23  Both  quotes  from  Hon  M.  Lalonde  and  Hon.  M.  Begin,  Better  Pensions  for 
Canadians  (Ottawa:  Ministry  of  Supply  and  Services,  1982),  57. 

24  Quoted  by  N.  Provencher,  'First  Steps  to  Pension  Reform  Near' ,  The 
Globe  and  Mail,  May  30,  1983,  Rl. 

25  Health  and  Welfare  Minister  Monique  Begin  recently  proposed  raising 

the  maximum  GIS  payment  to  single  senior  citizens  by  $35  a  month. 
(See  'Begin  Unveils  Plans  to  Boost  Seniors'  Income',  Toronto  Star, 

July  10,  1983,  A5 .  )  The  importance  of  the  deficit  constraint  is 

demonstrated  by  Mme .  Begin' s  admission  that  the  funds  to  pay  for  the 
increase  must  first  be  found.  Implementation  of  Mme.  Begins 's  pro¬ 
posal  would  benefit  over  600,000  single  GIS  recipients.  The  high 

incidence  of  low  income  among  the  single  elderly  would  be  reduced 
somewhat.  However,  the  discrepancy  between  single  and  married  income- 
support  levels  would  not  be  closed  completely.  The  federal  income- 
support  level  for  single  senior  citizens  would  rise  to  roughly  69  per 
cent  of  the  low-income  cut-off  level  for  an  unattached  individual. 
This  would  still  be  far  below  the  income-support  level  for  married 
couples  which  equals  86  per  cent  of  the  low-income  cut-off  for  a 
two-person  household.  It  is  likely  that  future  proposals  to  reduce 
this  gap  will  also  run  up  against  the  deficit  constraint. 

26  The  effectiveness  of  this  type  of  targeting  would  be  reduced  if 
elderly  homeowners  could  become  eligible  for  higher  benefits  simply  by 
selling  their  homes  to  relatives  and  then  renting  them  back.  See 
Kesselman  (1980,  161).  If  benefits  are  ever  linked  to  shelter  costs, 
it  is  hoped  this  loophole  would  be  closed  beforehand. 

27  The  Economic  Council  of  Canada,  (1979,  91)  edged  toward  taking  this 

position  before  backing  away.  Professor  Peter  Pearse  of  the  Univer¬ 
sity  of  British  Columbia,  a  member  of  the  Council,  did  advocate 
income-testing  OAS  payments  in  his  'Dissent',  p.  112.  The  Royal 
Commission  on  the  Status  of  Pensions  in  Ontario  recommended  that  OAS 
benefits  be  withheld  from  those  with  annual  taxable  incomes  above 
$30,000  (  Summary  Report  Vol  X,  19).  The  Select  Committee  of  the 

Ontario  Legislative  Assembly  later  rejected  this  recommendation  in  its 
Final  Report,  14 . 

28  See  Pearse,  'Dissent'  in  Economic  Council  of  Canada  (1979,  112)  and 
Daly  (1980,  155). 

29  See  Kalman  Kaplansky,  'Dissent'  in  Economic  Council  of  Canada  (1979, 
112)  and  Canadian  Labour  Congress  (1982,  12-15). 

30  The  $290  million  figure  is  an  estimate  for  1980  made  in  Department  of 
Finance  Canada,  Government  of  Canada  Tax  Expenditure  Account,  (Dec. 
1980),  20.  Between  1980  and  1982,  the  old-age  exemption  was  raised  by 
23  per  cent  as  part  of  the  indexing  provisions  in  the  income  tax. 
Assuming  that  the  1980  estimate  of  $185  million  for  federal  revenue 
lost  as  a  result  of  the  exemption  is  reasonably  accurate,  revenue 
losses  stemming  from  these  deductions  in  1982  should  have  been  at 
least  $330  million.  This  does  not  even  allow  for  the  fact  that  the 
number  of  senior  citizens  has  increased  since  1980.  Since  provincial 
income  tax  is  calculated  as  a  percentage  of  basic  federal  income 
(except  in  Quebec,  which  collects  its  own  income  tax),  provincial 
revenues  are  also  reduced  by  these  deductions.  Hopefully,  if  the 
deductions  were  repealed,  agreement  could  be  reached  with  the  pro¬ 
vinces  on  some  means  to  channel  extra  provincial  revenues  back  to  the 
elderly . 

31  There  is  an  additional  argument  for  ' income- testing '  the  • old-age 
exemption  and  the  pension  deduction.  These  special  tax  breaks  shield 
some  partial  GIS  recipients  from  the  income  tax  (see  footnote  20). 
Cutting  down  the  $200  tax  reduction  to  $100  in  1985  and  $50  in  1986 
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will  increase  the  number  of  GIS  recipients  also  liable  for  income  tax. 
Across-the-board  reductions  in  the  old-age  exemption  and  the  pension 
deduction  would  only  add  to  the  numbers  of  senior  citizens  facing 
marginal  tax  rates  of  75  per  cent  or  more.  An  income-testing  mechan¬ 
ism  could  leave  intact  the  shield  provided  by  the  old-age  exemption 
and  pension  deduction  for  lower-income  senior  citizens  while  applying 
the  greatest  reductions  to  those  at  the  highest  income  levels. 

32  A  move  to  an  elderly  tax  credit  in  place  of  the  existing  patchwork  of 
benefits  would  represent  a  partial  implementation  of  J.R.  Kesselman's 
'credit  income  tax'  concept.  Kesselman  envisions  a  'credit  income 
tax'  taking  the  place  of  all  redistributive  transfer  programs.  See 
Kesselman  (1982,  215-81).  While  the  chances  of  wholesale  adoption  of 
Kesselman's  proposed  system  are  probably  remote,  it  may  be  that  the 
'credit  income  tax'  concept  could  be  usefully  applied  to  a  specific 
aspect  of  redistribution  such  as  the  provision  of  income  security  to 
the  elderly. 

33  Since  the  child  tax  credit  is  currently  computed  on  the  basis  of  total 
family  income,  there  should  be  no  problem  with  applying  the  same 
principle  to  an  elderly  tax  credit. 

34  Devising  such  a  system  should  not  prove  too  difficult.  Many  elderly 
taxpayers  are  already  filing  returns  on  a  quarterly  basis,  because 
they  receive  income  out  of  which  taxes  are  not  deducted  at  source. 
Thus,  quarterly  refund  payments  would  be  consistent  with  the  current 
practice  of  allowing  for  quarterly  returns.  Monthly  payments  would 
require  a  more  involved  process,  but  are  not  beyond  the  realm  of 
feasibility. 

35  Of  the  four  other  arguments  in  favour  of  universality,  two  have  al¬ 
ready  been  considered.  The  entire  discussion  of  the  last  few  para¬ 
graphs  is  based  upon  the  possibility  that  the  future  costs  of  provid¬ 
ing  universal  benefits  to  the  elderly  may  undermine  political  support 
for  universality.  As  far  as  cost  considerations  are  concerned,  an 
elderly  tax  credit  probably  represents  the  least-cost  selective  option 
and  may  also  be  less  costly  than  the  current  partly  selective,  partly 
universal  system.  Two  other  arguments  remain.  The  problem  of  delayed 
benefits  not  keeping  pace  with  variable  outside  incomes  is  not  all 
that  serious  in  the  case  of  the  elderly,  whose  incomes  generally  tend 
to  be  quite  stable.  As  far  as  disincentive  effects  are  concerned,  the 
choice  is  between  our  present  system,  which  is  income-tested  at  the 
bottom  end  and  universal  at  the  high  end  of  the  income  scale,  and  a 
wholly  income-tested  system.  It  is  difficult  to  imagine  that  raising 
the  minimum  income-support  level  would  have  a  perceptible  impact  on 
saving  of  those  planning  for  retirement  or  work  effort  of  those  al¬ 
ready  past  retirement  age.  In  fact,  removing  benefits  from  high- 
income  senior  citizens  might  have  a  positive  'wealth'  effect  on  saving 
by  high-income  earners  with  the  greatest  ability  to  save. 
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Comments  by  J.  B.  Burbidge 


Professor  Beach's  paper  deals  with  the  incidence  of  proposed  changes  in 
payroll  taxes.  This  is  an  important  topic,  and  one  that  has  received  too 
little  attention  in  recent  discussions  of  public  pension  reforms. 

It  is  also  a  difficult  topic.  Economists  do  not  have  complete  models  of 
the  economy,  ones  that  would  show  in  detail  what  happens  to  individuals 
over  time  following  some  change  in  payroll  taxes.  We  have  partial-equili¬ 
brium  models  of  particular  markets,  we  have  general-equilibrium  numerical- 
simulation  models,  and  we  have  macroeconometric  models.  This  paper 
combines  the  first  and  the  last  type  to  say  something  about  the  effects  of 
payroll-tax  changes. 

I  have  few  objections  to  Beach's  conclusions.  I  agree  with  him  that 
numbers  showing  the  effects  of  tax  increases  on  the  'average'  worker, 
even  if  correct,  obscure  what  happens  to  major  subgroups,  and  I  think 
the  Green  Paper  has  underestimated  the  costs  of  its  proposed  reforms.  I 
shall  simply  offer  four  suggestions  on  refinements  of  the  methodology  of 
future  research  in  this  area. 

First,  I  am  uneasy  about  trying  to  determine  the  incidence  of  in¬ 
creases  in  payroll  taxes.  When  the  payroll  tax  is  raised,  some  other  item 
in  the  government's  budget  must  change,  and  the  effects  will  likely  depend 
on  what  that  item  is.  More  concretely,  I  should  have  been  more  comfort¬ 
able  with  a  study  of  the  effects  of  using  payroll  taxes  as  opposed  to,  say, 
income  taxes,  to  finance  public  pension  reforms. 

Second,  combining  partial-equilibrium  labour-market  studies  with  the 
wage  and  price  equations  of  the  Bank  of  Canada's  RDXF  model  may  be 
problematic.  For  example,  in  partial-equilibrium  demand  and  supply  mo- 

J.B.  Burbidge  is  an  associate  Professor,  Department  of  Economics,  McMaster 
University,  Hamilton,  Ontario. 
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dels,  which  assume  the  labour  market  clears,  payroll-tax  increases  reduce 
employment;  however,  macro  models  typically  assume  the  existence  of 
unemployment,  and  here,  payroll-tax  increases  to  finance  more  generous 
pension  benefits  might  raise  employment  in  the  short  run.  The  reason  is 
that  the  change  in  government  policy  redistributes  income  to  people  who 
have  a  higher  propensity  to  consume,  thus  raising  aggregate  demand  and 
employment. 

Third,  following  normal  practice,  the  paper  focuses  on  'long-run' 
effects.  I  think  the  transition  path  is  at  least  as  interesting  as  the  new 
long-run  equilibrium  and  is  worthy  of  further  study. 

Fourth,  I  have  some  reservations  about  a  long-run  equilibrium  study 
that  uses  incidence  categories  based  on  age,  among  other  things.  For 
example,  Beach  has  categories  for  young  females  and  older  males.  But 
over  time,  young  females  become  older  females,  and  older  males  die  and 
are  replaced  by  young  males.  Therefore,  it  is  difficult  to  see  how  one  can 
avoid  using  some  kind  of  overlapping-generations  framework,  one  that 
distinguishes  distribution  within  cohorts  from  distribution  across  cohorts, 
to  study  the  incidence  of  pension  reforms. 
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Comments  by  Robert  M.  Clark 


I  regret  that  I  will  be  giving  the  appearance  of  being  dogmatic.  In  dis¬ 
agreeing  with  some  of  the  key  policy  preferences  in  the  papers  by  Colleen 
Hamilton  and  John  Whalley  and  by  Adil  Sayeed,  I  do  not  have  time  to  put 
in  all  the  appropriate  gualifications . 

I  do  agree  with  the  former  about  the  nature,  incidence  and  causes  of 
the  mounting  costs  of  pensions  for  the  aged,  and  their  specific  criticism  of 
the  federal  Green  Paper,  Better  Pensions  for  Canadians,  for  its  failure  to 
include  forecasts  of  the  combined  future  costs  of  Old  Age  Security  (OAS), 
the  Guaranteed  Income  Supplement  (GIS),  and  the  Canada  and  Quebec 
Pension  Plans  (CPP,  QPP). 

They  oppose  expanding  the  retirement  pensions  of  the  CPP.  They 
propose  to  reduce  the  impact  of  higher  pension  costs  by  raising  to  age  67 
the  age  at  which  pensions  become  available  as  of  future  targeted  dates. 
Sayeed  favours  gradually  phasing  out  the  old-age  exemption  under  the 
Income  Tax  Act  and  the  pension-income  deduction  up  to  $1,000.  I  agree 
with  these  ideas. 

I  dissent  strongly  from  the  idea  of  moving  away  from  a  universal  OAS 
to  a  means-tested  program,  and  of  eliminating  the  CPP  levy  on  earnings 
from  employment  in  favour  of  general-revenue  financing. 

It  is,  on  balance,  advantageous  in  terms  of  providing  flexibility  to 
meet  divergent  criteria  to  have  three  federal  pension  programs  -  OAS  as  a 
demogrant,  GIS  as  an  income-tested  program,  and  the  CPP  as  social  insur¬ 
ance.  These  programs  do  not  fall  neatly  into  the  pure-pension  and  pure- 
redistribution  approaches  described  by  Hamilton  and  Whalley.  Nor  should 
they,  because  in  my  opinion  the  great  majority  of  Canadians  do  not  favour 
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either  of  these  approaches. 

I  favour  retaining  OAS  as  a  universal  pension  system  for  all  who  meet 
the  residence  requirements.  The  enactment  of  that  legislation  in  1951 
represented  the  highest  point  of  agreement  in  the  post-war  years  among 
the  political  parties  and  most  business  and  labour  organizations  that  ap¬ 
peared  before  the  parliamentary  committee.  I  quote  from  that  committee's 
report  to  Parliament: 

The  two-fold  program  here  set  forth  would  accomplish  the  two  main  objec¬ 
tives  of  abolition  of  the  means  test  from  the  present  federal-provincial 
old  age  assistance  programs  and  of  lowering  the  age  of  eligibility  for  old 
age  assistance  to  65  years.  The  main  body  of  evidence  placed  before  the 
Committee  gave  the  highest  priority  in  that  order  to  the  attainment  of 
these  ends . . . 

The  Committee  has  carefully  considered  the  argument  that  such  a  uni¬ 
versal  system  for  pensions ...  is  economically  wasteful  in  that  it  provides 
the  same  benefit  to  rich  and  poor  alike  regardless  of  their  needs...  it 
must  be  remembered  that  to  the  extent  that  the  universal  pay-as-you-go 
system  is  based  upon  individual  contributions,  individuals  in  the  upper- 
income  groups  would,  through  their  personal  contributions,  have... paid  for 
their  own  retirement  security,  as  well  as  making  a  substantial  contribution 
toward  the  cost  of  retirement  security  for  others.  In  view  of  these  facts 
the  Committee  does  not  consider  that  it  would  be  equitable  to  impose  a 
'means  test  in  reverse'  and  wholly  deny  retirement  benefits  to  those  indi¬ 
viduals  who  have  actually  make  the  largest  direct  contributions  to  the 

revenues  from  which  the  universal  benefits  will  be  paid  (Canada  1950, 
108-9) . 

Unlike  the  CPP  and  QPP,  which  are  earnings-related  programs,  OAS 
provides  the  same  monthly  pension  to  women  as  to  men.  Also  in  contrast 
to  these  two  programs,  OAS  provides  the  same  benefit  to  an  individual  who 
has  been  working  in  a  lucrative  occupation  for  40  years  as  to  one  who 
over  the  same  period  has  experienced  repeated  periods  of  prolonged  unem¬ 
ployment  or  illness.  And  unlike  these  programs,  it  treats  equally  the 

mother  of  several  children  who  has  chosen  to  be  a  full-time  paid  worker, 

as  to  the  woman  who  has  been  a  full-time  mother  and  housekeeper.  It 

comes  then  as  no  surprise  that  the  three  studies  by  J.  Eden  Cloutier 
(1978,  especially  Tables  6,  8  and  12),  Michael  Wolfson  (1979,  5-38),  and 
Samuel  Rea  Jr.  (1981)  show  that  OAS  has  done  more  to  redistribute  income 
in  favour  of  lower-income  groups  than  the  CPP. 

Between  1975  and  1982,  the  average  number  of  full-time  employees  in 
Canada  increased  by  9  per  cent.  Over  the  same  period  the  number  of 
part-time  employees  increased  by  54  per  cent  to  over  1.5  million. 
Throughout  these  years  over  two-thirds  of  part-time  workers  were  women. 
The  average  number  of  hours  worked  by  all  part-time  workers  remained 
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constant  at  15  hours  per  week  (Statistics  Canada  1983,  69,  70,  72,  78, 
84).  As  far  as  they  are  concerned  as  a  group,  part-time  workers  would 
receive  a  larger  share  of  $X  million  spent  on  OAS  than  they  would  of  $X 
million  in  retirement  benefits  under  the  present  CPP. 

Paying  income  taxes  to  support  OAS  and  GIS  presumably  has  some 
effects  on  decisions  to  earn  and  to  save.  But  in  1983,  the  combined 
federal  and  provincial  marginal  rates  ranged  up  to  29.4  per  cent  on  a 
taxable  income  between  $5,001  and  $7,000.  The  GIS  is  reduced  below  the 
maximum  payable  by  50  per  cent  for  virtually  all  sources  of  income  as 
defined  in  the  Income  Tax  Act  except  OAS  and  corresponding  provincial 
income-tested  programs.  These  provincial  supplemented  programs  similarly 
are  reduced  for  income  from  the  CPP,  earnings,  or  investment  income. 
Therefore,  it  is  to  be  expected  that  the  GIS  has  more  adverse  effects  on 
decisions  of  people  to  earn  or  to  save  in  the  decade  before  retirement  or 
after  it. 

The  GIS  does  not  take  into  consideration  the  fact  that  many  recipients 
own  their  homes.  It  ignores  any  help  they  may  receive  from  their  children 
or  other  relatives.  Because  GIS  payments  have  not  been  subject  to  income 
tax,  this  has  added  to  the  inducement  to  use  up  limited  resources  or  give 
away  assets  other  than  a  home  in  which  the  recipient  is  living. 

While  the  proportion  of  individuals  receiving  full  GIS  supplements  has 
dropped  since  the  program  began  in  1967,  the  proportion  getting  partial 
supplements  has  risen  every  year.  In  the  year  ending  March  31,  1981, 
just  before  the  start  of  the  depression,  54  per  cent  of  the  recipients  of 
OAS  were  obtaining  some  GIS  payments  (Statistics  Canada  1982,  51). 
Those  who  favour  raising  the  GIS  substantially  while  restricting  or  even 
halting  future  growth  in  the  OAS  pension  are  advocating  a  policy  that 
probably  will  increase  the  number  of  persons  who  take  advantage  of  the 
system. 

I  attach  high  priority  to  increasing  the  amounts  paid  to  GIS  recip¬ 
ients,  particularly  unattached  individuals.  In  my  opinion,  OAS  and  GIS 
are  complementary  programs.  OAS  pensions  have  dropped  from  19  per 
cent  of  average  wages  and  salaries  in  the  private  sector  in  1965  to  14  per 
cent  in  1982. 1  I  should  like  to  see  OAS  related  to  average  annual  wages 
and  salaries  and,  if  possible,  increased  to  about  16  per  cent  of  average 
wages  and  salaries  in  the  public  and  private  sectors  over  the  next  few 
years . 

I  favour  retaining  the  CPP  as  a  social  insurance  program.  Let  me 
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remind  you  of  the  definition  of  this  term  by  Sir  William  Beveridge  in  his 
illustrious  report  to  the  British  Government  in  1942:  'The  providing  of 
cash  payments  conditional  upon  compulsory  contributions  previously  made 
by,  or  on  behalf  of  the  insured  persons  irrespective  of  the  resources  of 
the  individual  at  the  time  of  the  claim'  (Beveridge  1942,  120).  The  use  of 
the  term  social  insurance  involves  the  dangers  of  misleading  comparisons 
with  private  insurance.  Private  insurance  puts  primary  emphasis  on 
achieving  eguity  between  the  various  categories  insured,  classified  on  the 
basis  of  risk.  Social  insurance  puts  adequacy  of  benefits  ahead  of  indi¬ 
vidual  equity.  It  therefore  has  built  into  it  subsidies  from  some  groups  to 
others.  These  are  illustrated  in  the  CPP  by  the  drop-out  provisions  and 
the  fact  that  single  contributors  as  a  category  subsidize  married  contribu¬ 
tors. 

A  second  major  difference  between  social  and  private  insurance  is  that 
standards  of  actuarial  soundness  differ  greatly.  In  private  insurance  for 
old  age  pensions  and  survivor  benefits,  reserves  must  be  built  up  from 
premiums  collected  in  order  to  provide  the  funds  necessary  to  permit  the 
ultimate  payment  of  all  pensions  as  they  fall  due  over  the  years,  whether 
membership  in  the  insured  group  increases,  decreases  or  ceases.  A  social 
insurance  program  invariably  is  set  up  on  the  assumption  that  it  will  be 
permanent.  Since  coverage  is  compulsory,  the  administrators  of  the  pro¬ 
gram  do  not  have  to  contend  with  the  possibility  that  insured  persons  or 
prospective  customers  will  take  their  business  to  a  competitor.  Thus, 
social  insurance  administrators  do  not  need  to  have  nearly  as  large  re¬ 
serves  as  private  insurance  or  trust  companies  operating  a  pension  plan  to 
provide  a  specified  level  of  benefits.  One  consequence  of  this  distinction 
is  that  in  the  long  run,  investment  earnings  of  private-sector  pension 
plans  significantly  reduce  the  cost  of  providing  pensions,  while  in  social 
insurance  investment  earnings  are  much  less  important.  Indeed,  in  the 
case  of  the  CPP,  the  average  real  annual  rate  of  return  on  the  investments 
of  the  program  from  1966  to  1982  was  -0.96  per  cent.2 

One  other  difference  needs  to  be  mentioned.  Private  insurance  rests 
on  a  contractual  basis.  An  insurance  company  cannot  unilaterally  change 
the  terms  of  its  contracts.  Government,  however,  can  increase  or  de¬ 
crease  benefits  under  social  insurance  without  seeking  the  consent  of  those 
directly  affected. 

Much  of  the  public  perceives  the  contributions  they  make  to  the  CPP 
or  QPP  as  different  from  the  taxes  they  pay.  Both  are  compulsory,  but 
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they  do  not  perceive  a  direct  relation  between  the  taxes  they  are  aware  of 
paying  and  the  benefits  they  feel  they  get.  It  is  true  that  the  relation¬ 
ship  between  benefits  and  contributions  is  much  closer  in  the  CPP  than  in 
the  American  Old  Age  Survivors  and  Disability  Insurance  Program.  This 
is  largely  because  the  latter  serves  a  similar  function  as  OAS  in  Canada  as 
well  as  the  same  function  as  the  CPP.  After  allowing  for  the  drop-out 
provisions,  the  CPP  formula  for  retirement  pension  benefits  is  strictly 
proportional  to  contributions.  It  is  not  surprising  therefore,  that  many 
feel  that  there  is  some  direct  relationship  between  what  they  contribute  to 
this  program  and  what  they  expect  ultimately  to  get  from  it.  Conse¬ 
quently,  with  the  present  low  rates  of  contribution  to  this  program,  there 
probably  would  be  less  resistance  to  meeting  higher  future  costs  through 
raising  the  rates  of  employee  as  well  as  of  employer  contributions  than 
there  would  be  to  obtaining  comparable  revenue  increases  through  raising 
the  rates  of  the  personal  income  tax  or  other  taxes. 

These  statements  draw  support,  but  not  proof,  from  an  opinion  sur¬ 
vey  which  I  conducted  in  1980-81  with  32  students  in  my  public  finance 
class.  A  strictly  random  sample  of  names  of  voters  was  obtained  from  the 
City  of  Vancouver's  voters  lists  for  the  1980  civic  election.  We  inter¬ 
viewed  312  respondents  in  their  homes. 

We  found  that  there  was  a  divergence  between  what  many  respondents 
wanted  and  what  they  were  prepared  to  pay.  People  were  asked  the 
following  questions  in  connection  with  15  programs  at  various  levels  of 
government: 

In  your  opinion,  compared  with  the  rate  of  inflation,  how  much  money  should 
governments  in  our  country  be  spending  in  the  next  few  years? 

The  replies  were  as  follows: 


Percentage  of  respondents 

About  No 


Program 

More 

the  same 

Less 

opinion 

1  Chronic  care  living 
accommodation  for  the  aged 

72.1 

21.2 

3.2 

3.5 

2  Pensions  for  the  aged 

70.5 

25.5 

2.9 

1.0 

14  Welfare 

20.8 

32.1 

38.5 

7.7 

15  Unemployment  insurance 

17.9 

40.4 

35.3 

6.1 
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Respondents  then  were  asked: 


If  governments  increase  the  rates  of  any  tax  or  other  source  of  revenue  to 
provide  a  higher  level  of  services  than  would  be  required  to  keep  up  with 
inflation,  how  would  you  feel  about  it? 

The  replies  on  a  number  of  sources  of  government  revenues  were  as 
follows: 


Strongly  Mildly  No  Mildly  Strongly 

opposed  opposed  opinion  favourable  favourable 


Provincial  income 


taxes 

45.5 

29.2 

6.1 

16.0 

3.2 

Federal  sales  taxes 

44.6 

27.9 

6.1 

18.9 

2.6 

Provincial  sales  tax 

41.3 

30.1 

6.1 

17.9 

4.5 

Federal  income  tax 

45.2 

25.3 

8.0 

18.3 

3.2 

Employee  contribu¬ 
tions  to  CPP 

18.6 

20.5 

17.3 

30.4 

13.1 

Employer  contribu¬ 
tions  to  CPP 

11.2 

14.1 

15.7 

39.1 

19.9 

I  have  no  basis  for  claiming  that  if  a  comparable  study  were  undertaken 
now  on  a  nation-wide  basis  the  results  would  be  almost  the  same.  How¬ 
ever,  I  believe  that  such  a  study  would  indicate  a  substantial  majority 
opposing  increased  rates  of  federal  or  provincial  personal  income  taxes  or 
sales  taxes,  and  a  relatively  much  more  favourable  response  to  increasing 
rates  of  employee  and  employer  contributions  to  the  CPP. 

In  considering  these  results,  it  is  important  to  recall  that  the  maxi¬ 
mum  contributions  to  the  CPP  in  1981  were  $239.40  for  employees  and  em¬ 
ployers,  and  $478.50  for  the  self-employed.  In  the  next  decade,  not  only 
will  the  maximum  contributory  earnings  continue  to  rise  each  year,  but 
also  the  rates  of  contributions  will  have  to  be  increased,  even  if  no 
changes  were  made  in  the  program.  It  remains  to  be  seen  the  extent  to 
which  public  opinion  will  support  even  higher  rates  of  contributions  to 
provide  the  present  level  of  benefits  or  an  increased  level  of  benefits. 

I  believe  there  will  continue  to  be  more  public  support  for  retaining 
the  CPP  with  its  own  sources  of  revenue  rather  than  for  replacing  them  by 
general  government  revenues.  My  belief  is  strengthened  by  observing  the 
conclusions  reached  in  1983  by  the  National  Commission  on  Social  Security 
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Reform  in  the  United  States  (Greenspan  1983).  The  American  Social 
Security  program  had  reached  a  crisis  in  which  there  was  not  enough 
money  in  the  respective  Trust  Funds  to  pay  the  promised  benefits  for  Old 
Age  Survivors  and  Disability  Insurance  in  the  immediate  short-run  and 
over  the  longer  run  of  several  decades.  The  rate  of  contributions  on 
covered  earnings  in  1983  for  employees  and  for  employers  was  5.4  per  cent 
(ibid.,  2-13).  Of  the  fifteen  members  of  this  appointed  commission  of 
inquiry,  seven  were  members  of  the  United  States  Senate  or  House  of 
Representatives  (ibid.,  preceding  p.  1).  The  fifteen  members  unanimously 
recommended  as  follows: 

The  members  of  the  National  Commission  believe  that  the  Congress,  in  its 
deliberations  on  financing  proposals,  should  not  alter  the  fundamental 
structure  of  the  Social  Security  program  or  undermine  its  fundamental 
principles.  The  National  Commission  considered  but  rejected  proposals  to 
make  the  Social  Security  program  a  voluntary  one,  or  to  transform  it  into  a 
program  under  which  benefits  are  a  product  exclusively  of  the  contributions 
paid,  or  convert  it  into  a  fully  funded  program,  or  to  change  it  to  a 
program  under  which  benefits  are  conditioned  on  the  showing  of  financial 
need  (ibid.,  2-2). 

The  U.S.  Congress  this  year  acted  on  the  recommendations  of  this 
commission,  endorsing  these  principles  and  most  of  their  recommendations 
within  a  period  of  two  months. 


NOTES 


1  (i)  Canadian  Tax  Foundation  (1983)  The  National  Finances  1982-83 
(Toronto)  Table  7.1,  130 

(ii)  Statistics  Canada: 

(a)  Average  Weekly  Wages  and  Salaries  Catalogue  72-002  Monthly 
February  1967  Table  9B ,  43. 

September  1967  Table  11,  54. 

(b)  Employment,  Earnings  and  Hours,  March  1983  Catalogue  72-002 
Monthly,  Table  12,  90. 

2  Communication  from  Mr.  Bernard  Dussault,  Department  of  Insurance,  to 
Robert  M.  Clark,  August  5,  1983. 
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Comments  by  A.  Asimakopulos 


As  the  time  available  for  the  preparation  of  my  discussion  of  the  overview 
papers1  was  very  brief,  I  have  been  very  selective  in  my  comments.  They 
concentrate  mainly  on  the  paper  by  Whalley  and  Hamilton  because  its  lack 
of  a  coherent  basis  relevant  to  public  pensions  means  that  there  is  no 
foundation  for  the  policy  recommendations  made  by  its  authors. 

An  economist  writing  on  public  pensions  in  Canada  should  first  make 
sure  that  the  nature  of  these  pensions  is  understood  before  going  on  to  a 
detailed  examination  of  suggested  reforms.  This  requirement  appears  to  be 
recognized  by  Whalley  and  Hamilton,  since  they  include  a  brief  section 
entitled  'Objectives  of  Public  Pensions'  as  part  of  the  background  discus¬ 
sion  of  the  issues.  Unfortunately,  their  comments  in  this  section  indicate 
a  lack  of  comprehension  of  the  nature  of  public  pensions,  and  their  state¬ 
ments  on  Samuelson's  'exact  consumption-loan'  model  show  that  they  have 
not  understood  the  theoretical  literature  on  this  matter. 

Whalley  and  Hamilton  write  that  in  Canada  there  is  a  'somewhat  con¬ 
fusing  mixture  of  programs  [which]  is  a  reflection  of  two  quite  separate, 
and  in  some  ways  inconsistent,  approaches  which  seem  to  underlie  thinking 
on  public  pension  arrangements  in  Canada.  The  first  is  what  can  be 
termed  the  pure-pension  approach',  by  which  they  mean  that  public  pen¬ 
sions  are  similar  to  private  pensions.  They  continue  with  this  analogy: 
'the  objective  of  public  pensions  is  therefore  seen  as  operating  a  pension 
plan  providing  income  support  during  retirement  much  as  a  plan  would 
operate  in  the  private  sector.  Contributions  are  made  to  a  fund  during 
working  life,  out  of  which  benefits  are  paid  on  retirement  with  benefits 
linked  to  contributions.'  They  then  go  on  to  state  that: 

A.  Asimakopulos  is  a  Professor,  Department  of  Economics,  McGill  University 
Montreal . 
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The  usual  prototype  for  thinking  about  how  such  a  system  works  is  what 
Samuelson  (1958)  refers  to  as  a  'pure  consumption  loan',  or  'pay-as-you-go' 
system.  Under  this  view  of  things,  workers  pay  part  of  their  wage  during 
their  working  life  to  the  generation  ahead  of  them  who  are  now  retired. 
Some  of  the  consumption  of  the  working  generation  is  loaned  to  the  gener¬ 
ation  ahead  of  them,  to  be  returned  by  the  generation  who  succeeds  them 
when  they  in  turn  reach  working  age  (ibid.,  emphasis  supplied). 


The  foregoing  statement  shows  a  lack  of  comprehension  of  Samuelson's 
paper.  There  are  no  'consumption  loans'  from  members  of  one  generation 
to  members  of  another,  except  at  negative  rates  of  interest  that  distort 
consumption  patterns  if  a  free-market  solution  to  the  provision  of  retire¬ 
ment  consumption  is  utilized.  In  fact,  the  usefulness  of  Samuelson's  model 
for  understanding  the  genesis  of  public  pensions  arises  from  the  inability 
of  an  individual  to  save,  except  at  negative  interest  rates,  since  produc¬ 
tion  consists  solely  of  a  consumption  good  that  cannot  be  stored.  For  an 
individual  to  be  able  to  consume  during  retirement  (in  the  absence  of 
social  arrangements),  it  is  necessary  for  him  to  find  someone  to  whom  he 
can  lend  and  who  will  still  be  working  during  all  of  this  individual's  retire¬ 
ment  period  so  that  this  loan  can  be  repaid.  Samuelson  very  neatly  shows 
that  with  three  egual  periods  of  adult  life,  the  first  two  of  which  are 
spent  working,  and  with  nc>  individual  time  preference,  the  market  rate  of 
interest  in  his  model  would  be  negative.  Retirement  income  can  only  be 
obtained  at  very  high  costs.  Given  this  failure  of  the  market  system  to 
provide  retirement  income  at  reasonable  costs,  Samuelson  examines  'social 
contrivances'  for  the  provision  of  retirement  consumption,  and  assumes 
that  all  individuals  belong  to  cross-sectional  families  or  clans  that  have  the 
age  distributions  of  the  total  population. 

In  order  to  discuss  the  social  (or  public)  provision  of  retirement 
consumption,  Samuelson  recognizes  that  he  must  use  a  social-welfare  func¬ 
tion  whose  variables  are  the  per  capita  consumptions  of  each  of  the  three 
adult  generations.  He  decides  to  base  this  function  on  a  representative 
man's  utility  function  for  his  consumption  over  his  lifetime.  Unfortunately, 
Samuelson's  analysis  then  becomes  seriously  marred.  He  fails  to  notice 
that  the  social  welfare  function,  if  it  is  to  be  based  on  individual  prefer¬ 
ences,  must  differ  from  the  individual's  utility  function  by  the  incorpora¬ 
tion  of  weights,  attached  to  the  per  capita  consumption  of  each  group, 
that  represent  their  relative  sizes.2  Because  of  this  omission,  Samuelson 
obtains  that  the  optimal  distribution  of  the  consumption  goods  between 
generations  in  each  time  period  with  population  growing  is,  when  there  is 
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no  individual  time  preference,  unequal.  The  per  capita  consumption  of  the 
retired  generation  is  greater  than  that  for  the  working  generation  because 
the  mis-specification  of  his  social  welfare  function  allows  the  'biological  rate 
of  interest',  due  to  the  assumed  constant  rate  of  growth  of  population,  to 
affect  the  intergenerational  allocation  of  goods.  The  social  justification  for 
a  distribution  of  income  that  results  in  higher  consumption  for  those  re¬ 
tired  in  each  period  depends  on  the  population  growing  at  the  same  rate 
ad  infinitum.  Lerner  (1959)  promptly  noted  this  chain-letter  aspect  of 
Samuelson's  results,  and  Samuelson  in  his  response  had  to  admit  that  this 
requirement  for  'an  infinite  past  and  future  is  central  to  my  discussion  and 
it  divorces  matters ..  .from  realism...'  (Samuelson  1959,  520,  emphasis 

supplied) . 

This  divorce  from  realism  of  the  'prototype  for  thinking  about'  the 
Whalley  and  Hamilton  'pure-pension  approach  to  public  sector  pensions' 
should  alert  us  to  the  unsuitability  of  that  approach  for  understanding 
public  pensions.  The  analogy  they  try  to  make  with  private  pensions 
using  this  approach  is  misleading  and  blinds  them,  as  we  shall  see,  to  the 
realities  of  the  Canada  Pension  Plan  (CPP). 

Whalley  and  Hamilton  refer  to  'a  second  alternative  approach  to  de¬ 
signing  a  public  pension  system,'  which  they  term  'pure  redistribution'. 
Even  though  it  is  more  relevant  to  public  pensions  than  their  first  ap¬ 
proach,  it  leaves  out  essential  aspects  of  public  pensions.  It  requires  that 
'public  pensions  are  to  be  evaluated  in  light  of  the  wider  objective  of  the 
public  sector  to  redistribute  income  from  the  rich  to  the  poor  through  a 
system  of  progressive  taxes  and  transfers  to  those  with  lower  incomes. 
Public  pensions  are  merely  one  part  of  a  wider  social  safety-net'.  There 
is  no  room  here  for  public  pensions  that  are  paid  to  the  elderly  simply 
because  they  are  old,  and  this  narrowness  of  their  approach  is  reflected  in 
the  subsequent  attacks  by  Whalley  and  Hamilton  on  the  universality  of  the 
Old  Age  Security  (OAS)  pension.  The  inadequacy  of  their  approach  can 
also  be  seen  in  the  fact  that  nowhere  do  they  refer  to  a  social  welfare 
function,  a  useful  construct  in  considering  public  pensions.3  At  many 
places  in  the  paper  they  appear  to  be  concerned  with  'intergenerational 
equity',  but  this  has  nothing  to  do  with  a  social  welfare  function.  By 
'intergenerational  equity'  they  appear  to  mean  the  relationship  between 
pension  taxes  paid  while  working  and  retirement  benefits  received,  but 
this  takes  us  back  to  their  'pure  pension'  approach.  Therefore,  their 
theoretical  framework  is  not  large  enough  to  provide  a  useful  analysis  of 
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public  pensions  in  Canada. 

Another  way  in  which  the  inappropriateness  of  the  Whalley  and 
Hamilton  theoretical  framework  can  be  illustrated  is  in  their  mistaken 
contrast  between  public  and  private  pensions.  'The  presence  of  these  two 
objectives  of  "pure  pension"  and  "pure  redistribution"  is  the  fundamental 
difference  between  public  and  private  pensions  where,  in  principle  at 
least,  only  the  pure  pension  element  is  involved.'  Whalley  and  Hamilton 
thus  fail  to  build  their  analysis  on  the  essential  nature  of  public  pensions. 
Public  pensions  are  intergenerational  transfers.  They  have  nothing  to  do 
with  saving,  and  thus  with  the  Whalley  and  Hamilton  'pure  pension  ap¬ 
proach',  which  is  a  concept  related  to  private  pensions.  Because  of  their 
inability  to  see  redistribution  except  from  rich  to  poor,  they  do  not  know 
how  to  handle  the  OAS  and  even  place  it  closer  to  their  'pure  pension' 
than  to  their  'redistributive'  pole. 


In  Canada,  the  major  program  providing  income  support  to  the  elderly  is  Old 
Age  Security.  This  is  financed  out  of  taxes,  but  has  the  same  benefits 
paid  to  all  elderly  irrespective  of  other  means  of  support.  As  a  transfer 
program  to  the  elderly  this  is  clearly  thought  of  as  redistributive. 
However,  in  being  a  universal  program  with  benefits  for  all,  this  is  closer 
to  being  a  pure  pension  program. 

The  last  sentence  is,  of  course,  nonsense,  given  the  meaning  they  attach 
to  'pure  pension'. 

Their  theoretical  framework  does  not  allow  for  the  possibility  that  a 
society  might  decide,  in  light  of  the  special  problems  of  the  aged  and  the 
relative  average  incomes  of  the  younger  and  older  generations,  to  make 
provision,  period  by  period,  for  universal  transfers  from  the  young  to  the 
old,  even  though  the  members  of  the  older  generation  may  gain  benefits 
that  are  much  greater  than  what  they  might  have  paid  in  taxes  for  such  a 
scheme  when  they  themselves  were  younger.  Such  a  transfer  could  be 
accepted  by  the  younger  generation  as  'equitable'  -  given  that  they  too 
will  be  old  at  some  time  in  the  future  -  on  the  basis  of  current  conditions. 
The  general  continuity  of  social  welfare  functions  over  time  would  ensure 
that  they  will  receive  similar  consideration  when  they  are  elderly,  even 
though  the  benefits  they  eventually  receive  might  bear  a  less  favourable 
ratio  to  their  contributions.  A  particular  generation  receives  a  complex 
inheritance  from  the  past.  There  are  many  different  credit  and  debit 
items.  It  is  the  totality  of  its  situation  (which  includes  special  features 
affecting  its  members,  such  as  new  inventions  and  discoveries,  and  natural 
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or  man-made  disasters)  that  will  be  reflected  in  its  votes  on  public  pen¬ 
sions  during  the  time  that  its  members  are  of  working  age. 

The  Canada  Pension  Plan 


Whalley  and  Hamilton  do  not  appear  to  understand  that  the  CPP  is  a  hy¬ 
brid,  a  mixture  of  public  pension  and  public  savings  plans  (see  Asima- 
kopulos  1980,  7-11).  As  a  public  pension  plan  it  provides  for  intergener- 
ational  transfers,  and  as  a  public  savings  plan  it  imposes  additional  taxes 
on  workers  in  order  to  turn  funds  over  to  the  provinces.  The  existence 
of  a  CPP  fund  does  not  mean  that  future  CPP  benefits  are  going  to  be 
paid  out  of  taxes  levied  in  an  earlier  period  and  that  have  been  accumu¬ 
lated  in  this  fund.  Future  benefits  will  depend  on  the  willingness  of 
governments  (communities)  to  levy  taxes  on  their  workers  for  this  pur¬ 
pose.  Future  generations  can  only  derive  indirect  assistance  in  bearing 
the  costs  of  future  CPP  pensions  from  the  existence  of  a  CPP  fund  if,  as  a 
result,  their  inherited  provincial  debt  is  lower  or  social  capital  is  im¬ 
proved.4  The  analogy  between  the  CPP  and  a  private  pension  -  even 
when  the  former  is  qualified  as  being  'partially  funded'  -  is  misleading. 
Interest  on  the  provincial  borrowings  from  the  CPP  fund  (and  no  interest, 
other  than  bookkeeping  entries,  has  yet  been  paid),  or  the  running  down 
of  this  fund,  requires  that  provincial  taxes  be  increased.  Future  genera¬ 
tions  will  thus  have  to  pay  the  taxes,  under  one  guise  or  another,  if  CPP 
pension  promises  are  to  be  kept. 

Because  the  theoretical  framework  used  by  Whalley  and  Hamilton  to 
analyse  the  CPP  is  affected  by  considerations  that  apply  only  to  private 
pension  plans,  it  does  not  facilitate  an  understanding  of  the  point  made 
above.  For  example,  they  write  that  'while  the  CPP  is  a  partially  funded 
pension  plan  with  cumulated  funds  being  lent  to  the  provinces,  the  partial 
funding  will  not  be  sufficient  to  cover  benefit  obligations  under  the  plan, 
hence  a  considerable  increase  in  contributions  is  seen  as  inevitable.'  They 
do  not  see  that  this  'partial  funding'  cannot  be  used  to  relieve  the  burden 
on  future  generations  of  CPP  pensions,  except  in  the  indirect  manner 
mentioned  above. 

Another  sign  of  the  lack  of  understanding  of  the  CPP  fostered  by 
their  private  pension  approach  is  the  set  of  statements  they  make  about 
the  relation  between  CPP  contributions  and  benefits.  They  write:  'With 
no  change  in  benefits,  despite  higher  taxes  and  contributions,  the  current 
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working  generation  is  treated  symmetrically  with  the  preceding  generation. 
However,  the  next  working  generation  is  not,  since  their  benefits  will  be 
the  same  but  they  will  pay  much  larger  taxes  and  CPP  contributions.'  The 
foregoing  is  misleading.  Contribution  rates  and  benefit  formulas  have  been 
roughly  unchanged  (although  there  have  been  some  improvements  in  the 
benefit  formulas  for  survivors  and  the  disabled),  but  total  contributions 
and  benefits  for  the  current  working  generations  will  be  quite  different 
(quite  apart  from  any  change  in  tax  and  benefit  rates)  from  what  they  are 
for  those  presently  retired.  The  latter  contributed  to  the  CPP  for  only 
part  of  their  working  lives,  and  have  received  a  very  high  rate  of  return 
on  their  CPP  contributions,  one  that  is  likely  to  be  much  greater  than  that 
to  be  received  by  the  current  working  generations.  This  does  not  appear 
to  strike  today's  workers  as  being  'unfair'  in  light  of  the  relative  incomes 
of  those  working  and  those  retired,  and  there  is  strong  political  support 
for  the  CPP.  There  is,  of  course,  an  'intergenerational  equity'  issue 
involved,  since  the  CPP  is  an  intergenerational-transfer  program,  but  it  is 
not  one  in  the  sense  Whalley  and  Hamilton  mean.  Theirs  is  tied  to  private 
pensions  or  savings  and  seeks  to  relate  benefits  received  to  taxes  paid. 
Various  statements  they  make  can  mislead  an  unwary  reader  because  of 
their  attempt  to  tie  benefits  to  contributions.  For  example,  after  des¬ 
cribing  the  computation  of  the  average  earnings  ratio  used  to  calculate  an 
individual's  CPP  pension,  they  write:  'Benefits  are  ...  based  strictly  on 
contributions'.  Statements  of  this  type  should  be  qualified.  To  obtain  a 
CPP  pension  in  one's  own  right  one  must  have  been  a  contributor,  but 
there  is  no  precise  relationship  between  benefits  and  contributions.  The 
average  earnings  ratio  is  used  to  classify  those  with  pensionable  earnings 
in  relation  to  the  maximum  pensionable  earnings  over  the  periods  of  time 
during  which  they  were  eligible  to  contribute  to  the  CPP.5  But  the  bene¬ 
fits  to  be  received  then  depend  on  the  benefits  formula  that  will  be  applied 
to  them  and  on  what  happens  in  the  economy.  (For  example,  CPP  pen¬ 
sions  initially  were  only  partially  indexed  to  the  CPI  and  did  not  become 
fully  indexed  until  the  early  1970s.)  The  relationship  between  benefits 
and  contributions  can  only  be  determined  ex  post. 

The  'funding  crisis' 

There  is  frequent,  and  misleading,  reference  in  the  Whalley  and  Hamilton 
paper  to  the  'funding  crisis'  facing  Canada's  public  pensions.  'Funding' 
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has  a  definite  meaning  in  connection  with  private  pensions.  It  relates  to 

the  payment  in  each  time  period  of  sums  of  money  into  a  fund,  so  that 

when  these  monies  are  invested  and  accumulated  at  some  expected  rate  of 
return,  they  will  cover  the  expected  future  cost  of  pensions  earned  in  the 
particular  time  period.  A  'funding  crisis'  or  a  funding  problem  may  arise 
for  a  private  pension  plan  if  the  funds  set  aside  in  this  manner  are 
deemed  to  be  insufficient  to  cover  pension  promises.  In  an  attempt  to 

eliminate  this  possibility,  pensions  legislation  in  Canada  requires  that 

private  pension  plans  be  funded  according  to  actuarial  conventions.  Such 
a  crisis  cannot  arise  for  public  pension  plans,  because  'funding'  in  its 
pension  usage  does  not  apply  to  schemes  for  intergenerational  transfers. 
The  emotive  term  'funding  crisis'  should  be  expunged  from  a  paper  dealing 
with  public  pensions. 

What  the  authors  appear  to  mean  by  the  term  'funding  crisis'  is  that 
future  generations  are  likely  to  have  to  pay  substantially  higher  taxes  in 
order  to  support  the  present  public  pension  system.  This  question  of  the 
cost  to  future  generations  of  current  pension  promises  is  certainly  one  that 
should  be  kept  in  mind  by  policymakers  at  times  like  the  present  when 
pension  reforms  are  being  considered.  '...  What  a  pension  law  can  do 
with  any  finality  is  to  determine  current  pension  taxes  and  payments. 
Future  pension  taxes  and  payments  will  be  determined  by  future  govern¬ 
ments...  In  return  for  their  pension  taxes,  workers  receive  non-negoti- 
able  promises  whose  precise  content  will  be  determined  by  future  govern¬ 
ments'  (Asimakopulos  1980,  39-40).  Future  generations  may  democratically 
change  the  content  of  public  pension  laws  in  the  light  of  future  conditions. 
It  is  thus  useful  to  approach  pension  reform  that  purports  to  determine 
future  public  pensions  with  a  great  deal  of  humility.  Certainly,  economists 
have  not  had  a  good  track  record  in  forecasting  the  economic  conditions  - 
whether  of  future  crises  or  plentiful  periods  -  which  will  have  a  critical 
role  in  determing  the  content  of  public  pension  law  in  the  future. 

Comments  on  Pesando  paper 


The  Pesando  paper  in  this  volume  has  a  tight  theoretical  structure,  and 
the  author  develops  its  implications  with  commendable  skill.  His  model 
posits  a  competitive  world  with  profit-maximizing  firms,  rational  individuals 
with  good  non-pension  alternatives  for  providing  retirement  income,  and 
full  employment.  Within  this  framework,  government  intervention  to  pro- 


280 


vide  mandatory  pension  coverage,  or  'locking-in'  of  pension  contributions, 
is  seen  as  'paternalistic'  intervention.  (Where  Whalley  and  Hamilton  seemed 
to  be  much  exercised  by  'funding  crises',  Pesando's  concern  is  intruding 
'paternalism' . ) 

Public  pensions  and  public  regulation  of  private  pensions  have  arisen 
in  Canada  because  the  Canadian  experience  over  the  last  50  years  does  not 
conform  to  Pesando's  model.  Concern  over  the  relatively  low  incomes  of 
the  elderly  has  led  to  the  development  of  the  OAS,  CPP,  GIS,  GAINS,  etc. 
One  reason  why  income-tested  programs  for  the  elderly  were  judged  to  be 
required  was  the  lack  of  adequate  pension  coverage  of  workers.  Nothing 
can  be  done  now  to  retroactively  provide  that  coverage  for  those  who  are 
retired  or  are  approaching  retirement,  and  it  is  likely  that  the  Canadian 
social  welfare  function  will  continue  to  favour  the  maintenance  of  income- 
tested  intergenerational  transfers.  But  this  does  not  mean  that  something 
should  not  be  done  now  to  ensure  that  those  retiring  in  the  future  will 
have  more  private  pension  income  as  a  result  of  mandatory  coverage  and 
'locking-in'  provisions,  and  thus  less  need  for  income-tested  support.  The 
rationale  for  pension  reform  along  these  lines  may  be  the  desire  to  limit 
future  calls  on  the  public  purse  -  an  important  consideration  in  any  case, 
and  particularly  so  if  the  Whalley  and  Hamilton  concern  over  demographic 
changes  is  justified  -  rather  than  the  'outright  paternalism'  as  seen  by 
Pesando. 

I  am  pleased  to  welcome  Pesando's  strong  support  for  mandatory 
surviving-spouse's  benefits.  This  reform  is  long  overdue,  and  its  absence 
is  one  reason  for  the  poverty  of  many  elderly  females.  I  would  prefer  an 
even  stronger  version  than  the  Green  Paper  proposal:  one  where  the 
surviving-spouse's  benefit  would  be  the  same  as  that  of  the  individual 
whose  employment  resulted  in  the  pension  should  the  latter  have  lived 
longer  than  the  spouse.  This  change  should  also  be  made  for  the  CPP. 

NOTES 


1  These  are  the  Whalley/Hamilton  and  Pesando  papers  presented  to  the 
conference,  revised  versions  of  which  appear  in  this  volume.  My 
comments  refer  specifically  to  the  earlier  versions  of  these  papers, 
but  the  general  tenor  of  my  criticisms  also  applies  to  the  revised 
versions  included  here. 

My  basic  approach  to  public  pensions  results  from  ideas  developed 
jointly  with  J.C.  Weldon.  I,  of  course,  bear  sole  responsibility  for 
any  errors  the  present  paper  might  contain. 
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2  The  nature  of  this  mis-specif ication  is  noted  in  Asimakopulos  (1967). 

3  Samuelson  (1958),  as  we  have  seen,  recognized  the  need  for  a  social 
welfare  function  in  order  to  deal  with  the  social  determination  of 
retirement  consumption.  Lerner  (1959)  used  such  a  function,  based  on 
individual  preferences  but  without  Samuelson' s  mis-specif ication ,  to 
arrive  at  the  socially  optimal  distribution  of  income  between  the 
generations  in  each  time  period.  As  Weldon  noted,  it  might  be  con¬ 
sidered  desirable  to  base  the  social  welfare  function  on  'the  tastes 
of  economic  man  for  present  and  future  goods,  but  that  is  not  a  pro¬ 
position  with  an  economic  basis:  the  social  welfare  function  is  what 
it  is  and  not  what  we  might  like  it  to  be'  (Weldon  1976,  573). 

4  The  question  of  how  future  generations  of  workers  might  benefit  from 
the  build-up  of  a  CPP  fund  is  analysed  in  Asimakopulos  (1983).  The 
conclusion  is  that  the  total  tax  burden  on  future  generations  of 
current  CPP  pension  promises  will  only  be  eased  'if  they  inherit  a 
lower  provincial  debt  because  of  the  accumulation  of  the  CPP  funds,  or 
if  higher  provincial  expenditures,  made  possible  by  the  build-up  of 
this  fund,  have  been  productive'  (ibid.,  18)  The  existence  of  the  CPP 
fund,  as  such,  is  of  no  benefit  to  future  generations. 

5  'To  categorize  pensioners  and  retirement  pensions,  beneficiaries  of 
the  plans  are  classified  on  the  basis  of  their  earning  experience 
until  retirement  either  from  the  inception  of  the  plans  (CPP  or  QPP) 
or  from  the  time  they  reach  18,  whichever  is  later,  or  in  other  words, 
from  the  time  that  under  the  law  they  have  joined  the  plans'  (Asimako¬ 
pulos  and  Weldon  1968,  715). 
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Pensions  and  the  Capital  Markets: 
Independence  or  Intervention? 

C.  Ross  Healy 


Given  the  appalling  state  of  federal  finances,  we  must  be  very  concerned 
lest  the  private  pension  system,  one  of  the  last  major  pools  of  money, 
becomes  co-opted  under  the  promise  of  guarantees  of  indexing  and  safety 
into  effectively  being  used  to  simply  cover  the  federal  deficit.  The  exper¬ 
ience  of  the  Canada  Pension  Plan  (CPP)  surpluses,  detailed  in  the  text,  is 
all  too  compelling  evidence  of  the  likelihood  of  that  occurrence. 

Before  we  get  bogged  down  in  details  concerning  the  Green  Paper, 
then,  perhaps  we  should  redefine  the  parameters  of  the  pension  reform 
debate  and  decide  the  key  issues  whether  the  government  has  defined  them 
or  not. 

Is  Canada  to  be  owned  and  run  by  Canadians  generally  or  by  gov¬ 
ernment  civil  servants?  Are  we  to  have  an  economy  of  flourishing  private 
enterprise  or  a  series  of  post  offices  and  Canadairs?  And  are  we  to  be  a 
nation  of  self-determined  people  or  mere  dependents  on  the  largesse  of 
Ottawa? 

WHO  WILL  PAY  FOR  PENSION  REFORM? 

As  economists,  the  very  first  question  to  which  we  need  a  satisfactory 
answer  is:  from  what  part  of  the  Canadian  economy  will  come  the  growth 
which  will  both  pay  for  the  major  increases  in  pension  coverage  sought  by 
the  Green  Paper  and  restore  the  financial  health  of  governments  at  all 
levels? 

In  Canada,  to  my  knowledge,  we  have  no  good  answers.  However, 
studies  in  the  United  States  show  that  between  1970  and  1980,  from  80  to 
90  per  cent  of  all  net  new  jobs  were  created  by  private  sector  businesses 
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of  100  persons  or  less.  Clearly  our  capital  markets  must  be  strong, 
healthy  and  flexible  to  sustain  this  high-risk,  high-reward  sector.  Gov¬ 
ernment  policies  in  recent  years  have  instead  been  counter-productive,  and 
have  led  to  a  creeping  economic  sickness  in  Canada.  This  sickness  has 
seen  the  structural  level  of  unemployment  rise  from  3  per  cent  in  1968  to 
an  estimated  8  to  10  per  cent  currently;  capacity  utilization  has  fallen  with 
every  recession  to  lower  and  lower  levels;  our  once  impeccably  strong 
financial  institutions  are  faltering;  and  an  increasingly  voracious  appetite 
for  money  has  become  the  hallmark  of  government.  The  few  government 
accomplishments,  the  Canadian  Constitution  for  instance,  have  put  no 
bread  on  the  table.  But  the  unnecessarily  huge  price  paid  for  Petro- 
Canada,  the  incredible  stories  of  Consolidated  Computer  and  Canadair,  and 
the  scandal  of  our  once-efficient  post  office  are  all  indications  of  govern¬ 
ment  machinery  run  amok. 

Now  we  are  facing  massive  pension  reform  which,  according  to  all 
actuarial  studies,  would  dramatically  speed  the  transfer  of  capital  re¬ 
sources  into  the  pension  sector  under  conditions  and  requirements  which 
would  make  it  even  more  risk-averse.  If  pension  reform  forces  private 
plans  to  become  increasingly  concerned  with  risk  -  and  the  preoccupation 
with  inflation  protection  among  other  items  virtually  guarantees  this  -  who 
is  to  bear  the  investment  risks  required  to  return  our  society  to  financial 
health?  Shall  it  be  the  government,  as  the  federal  Minister  of  Health  and 
Welfare  Monique  Begin  suggests  in  a  brief  to  the  Parliamentary  Committee 
on  Pension  Reform,  a  brief  which  I  found  both  appalling  in  its  ignorance 
and  frightening  in  its  implications?  Or  will  it  be  the  private  sector,  which 
is  already  slowly  shutting  down  under  the  weight  of  government  deficits 
and  wasteful  investments,  and  facing  a  possible  fivefold  increase  in  pen¬ 
sion  costs  if  certain  Green  Paper  proposals  go  through. 

What  remarkable  irony  it  is  that,  because  no  one  thought  to  first 
determine  the  well-springs  of  economic  growth,  we  may  discover  that  in 
pursuit  of  laudable  social  goals,  we  destroy  the  very  sector  which  ulti¬ 
mately  must  pay  the  costs. 

PENSION  REFORM:  WHY  NOW? 

Whenever  an  issue  like  pension  reform  -  a  truly  major  issue  with  huge 
economic  consequences  -  comes  up  for  'thorough  review',  as  opposed  to 
merely  patching  up  a  few  weak  spots,  one  must  ask  why  this  issue  is 
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being  addressed  at  this  time.  For  instance,  is  it  merely  coincidence  that 
within  one  or  two  years  the  provinces  are  going  to  start  having  to  repay 
the  CPP  obligations  incurred  most  readily  and  happily  18  years  ago  when 
the  plan  was  only  paying  in?  Is  it  merely  coincidence  that  the  government 
of  Canada  is  in  desperate  financial  straits  and  that  Monique  Begin  is 
blithely  suggesting  to  the  Parliamentary  Committee  on  Pension  Reform  that 
the  government  could  do  a  much  better  job  investing  the  pension  accumu¬ 
lations  than  the  private  sector?  If  the  Canadair  fiasco  had  come  out 
before  her  appearance,  the  press  could  have  had  a  field  day  with  her 
submission.  At  a  time  when  neither  the  private  nor  the  public  sector  can 
afford  full  inflation  protection  and  expanded  coverage,  why  is  better 
coverage  for  every  housewife  and  part-time  worker  being  considered?  It's 
not  that  they  don't  deserve  it:  but  unfortunately  it  is  financially  ridicu¬ 
lous  to  consider  such  items  now.  It  almost  seems  everyone  has  been 
encouraged  to  grab  for  a  piece  of  the  pie,  even  though  the  economic  pie 
itself  is  actually  shrinking  due  to  disastrous  fiscal  mismanagement,  so  that 
the  government  will  be  'forced  to  intervene'. 

A  HARD  LOOK  AT  THE  CPP 

From  a  governmental  point  of  view,  the  public  sector  solution,  the 
Canada/Quebec  Pension  Plan  (C/QPP)  has  already  been  an  unqualified  suc¬ 
cess.  About  $30  billion  has  been  directed  into  these  plans  and  all  the 
monies  have  gone  to  the  provinces.  But  it  certainly  is  not,  as  reported 
by  Madame  Begin,  a  'pool  of  investment  capital'.  Every  penny  is  gone, 
spent.  By  1985,  the  provinces  are  facing  repayment  of  that  money. 
Publicly  and  privately,  many  if  not  most  of  the  nine  provinces  in  the  CPP 
admit  they  can  only  repay  the  CPP  debt  with  increased  taxes  or  new 
borrowing.  With  the  requirements  of  the  federal  government,  the  strain 
on  capital  markets  will  be  enormous.  On  the  other  hand,  major  increases 
in  the  CPP  contribution  rate  would  effectively  put  off  the  day  of  reckoning 
indefinitely . 

Those  who  do  not  admit  that  the  provinces  can't  and  won't  repay 
their  CPP  debt  hold  out  the  prospect  that  provincial  obligations  can  start 
to  be  met  at  the  time  of  economic  recovery.  Unfortunately,  financial 
portents  for  the  next  three  years  are  not  good  reading.  According  to 
official  government  forecasts,  we  are  being  faced  with  a  total  annual  deficit 
of  $35  to  40  billion  at  all  levels  and  a  jobless  rate  not  less  than  11  to  12 
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per  cent  through  1984.  In  short,  there  is  little  prospect  of  repayment 
over  the  foreseeable  future. 

Nineteen  years  ago  when  a  partially  funded  CPP  was  being  debated, 
some  business  cynics  suggested  that  the  provinces  would  spend  the  money 
and  not  repay  it  when  the  time  came  due.  They  had  the  temerity  to 
suggest  that  the  funded  part  of  the  CPP  was  a  hidden  tax  and  not  a 
source  of  investment  as  suggested  by  CPP  supporters.  In  days  of  fiscally 
strong  governments,  such  ideas  were  hooted  down.  Now  I  think  we  must 
reassess  the  whole  CPP  concept  before  we  try  to  patch  up  a  sinking  ship. 

What  started  out  as  a  brave  and  noble  experiment  has,  if  we  face  the 
truth,  failed  miserably  in  financial  terms.  It  may  be  more  sound  to  admit 
defeat  and  go  to  a  pay-as-you-go  system  like  the  Old  Age  Security  (OAS), 
as  originally  and  alternately  proposed.  Otherwise,  we  may  find  ourselves 
with  a  greater  and  greater  percentage  of  salaries  being  appropriated  to 
shore  up  the  CPP  and  an  increasing  inability  to  afford  soundly  financed, 
supplementary  private  plans. 

In  this  regard,  I  noted  the  following  comment  by  Monique  Begin  in 
her  parliamentary  committee  submission.  She  stated  that  the  $30  billion 
(which  she  euphemistically  calls  an  investment  pool)  built  up  in  the  C/QPP 

has  not  disrupted  the  financial  markets  or  economic  activities  of 
Canadians.  As  the  Economic  Council  noted  in  a  report,  the  increase  in 
wealth  from  the  introduction  of  the  CPP  and  QPP  appears  to  have  had  no 
significant  impact  on  personal  saving. 

Personally,  I  am  not  surprised.  Since  the  money  never  went  into 
investment,  Canadians  have  simply  carried  on  as  if  the  C/QPP  'investment 
pool'  did  not  exist.  Therefore,  the  write-off  of  the  CPP  can  only  help, 
improving  provincial  finances  by  erasing  unpayable  debt  and  forcing  the 
CPP  to  be  put  on  a  sound,  clearly  understandable  financial  basis,  while  in 
no  way  disrupting  Canadian  capital  markets  -  a  win  for  all  sides. 

While  I  have  dealt  with  the  CPP  at  some  length,  it  is  most  important 
to  put  its  role  and  financing  in  perspective.  Otherwise,  people  will  con¬ 
tinue  to  suggest  that  the  CPP  really  could  do  the  whole  job  of  reform  if  we 
could  just  think  our  way  around  the  issues.  The  facts  of  the  matters  are 
as  follows : 

the  CPP  has  no  realizable  assets; 

it  therefore  is  only  suitable  for  pay-as-you-go  pensions,  unless 
drastic  change  is  implemented  ; 
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the  costs  of  drastic  change  have  not  been  even  remotely  exposed  and 
discussed,  and  until  they  are  the  CPP  should  remain  only  a  safety-net. 
This  is  the  only  issue  that  should  be  considered  until  such  a  study  has 
been  openly  and  honestly  completed. 

Before  leaving  the  issue  of  a  government  pension  plan,  we  must 
address  one  last  major  question.  Why,  as  Monique  Begin  suggests,  don't 
we  overhaul  the  pension  system  to  give  the  government  more  of  the  funded 
portion  of  the  pension  plans?  Why  shouldn't  the  government  make  more  of 
the  vital  investment  decisions  for  Canada? 

The  core  of  the  answer  rests,  as  I  see  it,  in  the  inevitable  blurring 
of  the  lines  in  any  governmental  decision  process  between  social  policy  and 
economic  viability.  How  far  can  you  push  the  economic  viability  of  a 
project  (say,  a  network  of  railroads)  to  meet  the  requirements  of  social 
policy  (in  this  case,  development  of  the  nation's  hinterland)?  There  is  far 
more  at  stake  than  the  ability  to  finance  such  a  project.  At  what  point  is 
there  an  over- commitment  of  resources  to  such  investment?  When  your 
financial  resources  via  the  taxation  system  seem  open-ended,  when  is 
enough  enough?  The  problem  with  many  such  government-run  projects, 
from  earliest  times  right  up  to  Canadair,  is  the  lack  of  sensitivity  to  the 
necessary  balance  of  economic  costs  and  economic  benefits.  If  we  add  to 
that  a  lack  of  the  most  fundamental  of  free-enterprise  controls,  the  separ¬ 
ation  of  responsibility  from  accountability,  we  have  a  sure-fire  formula  for 
the  usual  disastrous  results  of  government  investment. 

The  stock  answer  that  momentous  decisions  are  made  by  far-sighted 
policy  planners  who  are  looking  ahead  many  years  may  work  for  such 
issues  as  space  programs,  roads,  schools  and  tax  incentives  (even  if  some 
rabid  free-enterprisers  disagree).  There  is,  I  believe,  a  strong  consen¬ 
sus,  which  I  share,  that  this  is  appropriate.  Those  are  macro  issues. 
However,  the  far-sightedness  argument  breaks  down  in  micro  issues  con¬ 
cerning  individual  investment  decisions  in  individual  enterprise.  It  is  here 
that  the  responsibility /accountability/viability  issue  comes  to  the  fore  with 
a  vengeance  and  we  can  best  appreciate  the  workings  of  the  free  market, 
most  importantly  free  capital  markets,  which  must  allocate  the  nation's 
investment  stock  as  productively  as  possible. 

The  horrible  stories  of  Canadair  and  Consolidated  Computer  are  but 
two  in  a  litany  of  government-investment  errors;  huge  over-commitments  of 
resources  in  ventures  abandoned  by  private  enterprise  that  have  failed  to 
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produce  satisfactory  results.  It  is  possible  to  cause  a  nation  to  bend  to 
social  policy,  especially  where  there  is  national  consensus.  It  is  almost 
impossible  to  make  markets  respond  to  something  whose  value  is  question¬ 
able  and  price  unreasonable.  When  Mr.  Trudeau  said  several  years  ago 
that  the  free  market  was  not  working,  he  was  right!  For  him,  the  free 
market  refused  to  yield. 

Yet  this  government  has  refused  to  recognize  this  age-old  conundrum 
and  bow  to  common  sense.  And  now,  as  we  grapple  with  the  pension 
issue,  we  still  find  insensitivity  to  the  nation's  real  need  of  getting  out 
from  under  too  much  government  control  and  spending,  and  suggestions 
that  our  government  could  and  even  should  take  over  the  direction  and 
investment  of  our  pension  system.  In  the  pension  reform  discussion,  that 
is  the  most  frightening  prospect  of  all. 

PENSIONS  AND  THE  PRIVATE  SECTOR 

I  can  now  turn  to  reform  in  the  private  sector,  and  the  opportunities  and 
the  pitfalls  that  reform  represents. 

It  is  often  stated  that  a  home  is  the  major  investment  of  most  people's 
working  lives.  A  profound  and  rapidly  accelerating  change  is  altering  that 
perspective.  By  the  year  2000,  a  mere  17  years  away,  the  accumulation  of 
savings  in  the  trusteed  pension  system  could  well  exceed  the  $1  trillion 
level,  or  roughly  $100,000  for  every  worker  in  Canada.1  This  figure  is 
low  if  we  add  back  the  Registered  Retirement  Savings  Plans  (RRSPs),  the 
Multiple  Unit  Rental  Building  programs  (MURBs),  and  other  tax-exempt 
investment  funds. 

If,  as  has  been  estimated,  we  need  $2  trillion  of  new  investment  in 
this  country  by  the  end  of  the  century,  fully  one-half  or  more  will  come 
via  the  trusteed-pension  route.  This  means  that  the  pension  sector  could 
become  a  major,  if  not  the  major,  factor  in  the  ownership  of  all  Canadian 
assets.  While  the  pension  debate  focuses  on  narrow  albeit  important  issues 
such  as  indexing  and  spousal  protection,  we  must  recognize  that  the 
crucial  issue  is  who  will  own  and  control  this  nation's  resources  in  a  scant 
17  years. 

This  issue  has  crept  up  on  us  quietly  because  the  magic  of  the  com¬ 
pound-interest  tables  is  usually  appreciated  more  by  those  with  accumu¬ 
lated  wealth  than  those  accumulating  nickels  and  dimes  for  the  misty 
future.  This  issue  has  not  been  overlooked  by  Ottawa  and  the  provinces, 
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however.  The  economic  impact,  and  the  fairness  of  disposition  and  use  of 
those  assets,  will  become  increasingly  important  as  time  passes,  and  more 
troublesome  every  year  that  sound  solutions  are  put  off. 

PENSIONS:  REWARD  OR  RIGHT? 

The  Green  Paper  has  taken  a  radically  innovative  and  somewhat  daring 
stand  in  proposing  a  two-year  vesting  period  to  establish  the  somewhat 
overdue  working  principle  that  pensions  are  not  a  conferred  benefit  and 
therefore  a  reward  for  long  service  and  good  behaviour,  but  rather  a 
deferred  wage  and  therefore  a  right. 

The  issue  of  whether  pensions  are  a  deferred  wage  probably  would 
have  been  settled  years  ago  had  the  direction  of  pension  funding  not 
shifted  away  from  money-purchase  plans  (where  each  employee  'owns'  what 
has  been  credited  to  him  by  himself,  his  employer,  and  the  investment 
returns  thereon)  to  defined-benefit  plans  (where  one's  employer  promises  a 
certain  level  of  retirement  income).  There  were  three  reasons  for  this 
shift.  First,  it  apparently  took  the  risk  away  from  the  employee  plan- 
owner  and  on  to  the  employer.  Second,  it  locked-in  good  employees  (who 
as  time  progressed  suffered  larger  consequences  by  leaving  the  company). 
'Third,  the  very  success  of  the  money-management  industry  in  the  1960s  at 
investing  plan  proceeds  allowed  the  employer  to  sharply  reduce  his  own 
contributions  and  in  many  cases  eliminate  employee  contributions. 

While  such  a  switch  in  emphasis  may  have  had  its  justifications  at  the 
time,  it  has  had  two  unfortunate  side-effects.  First,  because  employees  no 
longer  saw  their  accumulating  benefits,  they  lost  touch  with  the  importance 
of  the  pool  of  capital  being  built  up.  Second,  career-averaging  plans  in 
all  their  forms  leave  the  young  both  carrying  the  financial  burden  of  the 
old  and  disenfranchised  from  reward  as  a  penalty  for  mobility. 

Still,  I  applaud  this  innovation.  Not  only  would  pensions  hereafter 
be  established  as  a  right,  a  deferred  wage,  but  in  effect  the  individual 
thereby  owns  that  separate  and  accumulating  pool  of  assets.  As  the 
employee  shifts  jobs,  such  proceeds  would  go  into  a  special  new  fund, 
called  the  Registered  Pension  Account  (RPA)  in  the  Green  Paper,  which 
travels  with  them  and  becomes  their  account.  Effectively,  at  one  potential 
stroke  of  the  legislator's  pen,  millions  of  persons  can  be  enfranchised 
directly  into  asset  ownership,  the  free-enterprise  capital  system.  Whether 
or  not  this  is  the  intent,  the  economic  and  hence  the  political  impact  could 
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be  dynamic.  The  question  the  Green  Paper  leaves  aside  is  whether  the 
incidence  of  ownership  and  the  incidence  of  control  will  come  together  - 
for  if  they  do,  economic  control  of  the  nation's  capital  stock  will  be  very 
widely  pushed  out.  Indeed,  new  monies  now  entering  the  pension  system 
are  becoming  as,  if  not  more,  important  a  source  of  new  investment  capital 
than  foreign  investment  itself. 

While  I  don't  wish  to  poach  from  a  paper  authored  by  Milton  J.  Wong, 
to  be  published  by  the  Fraser  Institute,  the  quasi-money-purchase  RPA 
largely  solves  another  knotty  problem  -  that  of  intergenerational  transfers. 

CONTROL  AND  MANAGEMENT  OF  PENSION  ASSETS 

I  would  like  to  turn  for  a  moment  to  two  questions:  who  will  control  and 
who  will  manage  those  rapidly  compounding  funds?  These  issues  are  of 
vital  importance  to  our  capital  markets. 

Does  the  Green  Paper  mean  that  control  of  those  assets  is  to  be  as 
widely  dispersed  as  the  concept  of  the  RPA  suggests?  For  obvious 
reasons  of  risk  and  performance,  this  does  not  necessarily  imply  that 
millions  of  individuals  should  suddenly  be  in  charge  of  buying  and  selling 
stocks  and  bonds  in  their  new  RPAs.  But  the  choice  of  agency  or  agen¬ 
cies  making  such  decisions  becomes  of  paramount  importance,  because 
presumably  over  time  more  and  more  assets  will  leave  the  grip  of  current 
plan  sponsors  and  wind  up  in  RPAs.  Planning  for  management  of  these 
assets  must  therefore  be  done  now.  We  as  participants  in  the  financial 
process  must  ask  the  question:  is  the  private  sector  to  manage  the  assets 
or  does  the  government  intend  to  meet  the  need  for  this  service? 

There  is  impeccable  logic  for  leaving  the  general  management  thrust 
of  pensions  to  the  private  sector.  First,  all  privately  managed  plans  are 
audited  regularly;  the  careful  scrutiny  of  independent  actuaries  ensures 
full  funding  or  a  plan  that  will  achieve  full  funding;  and  the  market  is  left 
to  determine  the  allocation  of  pension  assets.  Second,  the  financial  man¬ 
agement  of  private  pension  plans  has  done  an  excellent  job  in  executing  its 
responsibilities.  I  doubt  that  there  are  five  plans  of  consequence  in 
Canada  today  that  are  not  adequately  funded  to  enable  the  plan  sponsor  to 
at  least  consider  improving  benefits  generally.  This  strongly  suggests 
that  the  conclusion  of  the  Ontario  Select  Committee  on  Pensions  is  correct 
in  urging  no  increases  in  government-run  plans. 
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DEFERRAL  OR  ASSISTANCE:  TAXATION  AND  RRSPs 


One  of  the  major  conundrums  being  faced  by  government  is  how  to  provide 
sufficient  investment  funds  to  stimulate  the  entrepreneurial  private  sector, 
when  at  the  same  time  it  needs  vast  new  sources  of  funding  to  keep  up 
with  its  own  soaring  interest  payments.  This  is  causing  the  federal  gov¬ 
ernment  to  develop  a  split  personality  on  the  tax-deductibility  of  savings 
plans  for  pensions,  and  investments  like  oil,  rental  housing,  and  more 
recently,  high  technology,  and  small  businesses. 

I  feel  the  Green  Paper  has,  perhaps  deliberately,  made  no  clear 
statement  on  this  problem  because  it  is,  in  a  sense,  beyond  its  mandate. 
However,  the  Green  Paper  is  not  silent  on  the  matter.  The  following 
interesting  quote  from  page  14  of  the  Green  Paper  gives  me  considerable 
alarm:  'This  raises  questions  of  fairness  and  of  the  maximum  retirement 

savings  that  should  qualify  for  tax  assistance . 1  According  to  our  previous 
definition  of  RRSPs,  there  is  no  tax  assistance  in  an  RRSP,  only  tax 
deferral,  matched  by  the  individual  who  owns  the  plan  in  terms  of  current 
consumption  deferred.  This  new  emphasis  in  the  Green  Paper  on  'tax 
assistance'  as  opposed  to  'tax  deferral'  implies  that  the  government  is 
subsidizing  the  individual.  It  is  not  apparently  relevant  that  the  indivi¬ 
dual  also  gives  up  something,  and  such  a  statement  completely  overlooks 
the  great  benefit  to  everyone  of  the  increase  in  saving  and  investment 
which  results  from  the  combined  action. 

I  am  curious  to  know  in  what  sense  an  RRSP  (or  soon-to-be  RPA) 
contribution  is  'tax-assisted'  while  the  CPP  contribution,  also  tax  deduc¬ 
tible,  is  not  'tax-assisted'.  The  impact  must  be  the  same  on  tax  revenues 
unless  the  CPP  contributions,  as  I  stated  earlier,  have  been  spent  to 
cover  ballooning  government  deficits  and  have  not  been  directed  to  long¬ 
term  investment  at  all. 

Two  of  the  hallmarks  of  a  thriving  and  dynamic  young  economy  are 
very  high  savings  and  investment  rates.  Rather  than  being  concerned 
about  tax  assistance,  the  new  pension  legislation  should  do  all  it  can  to 
encourage  the  deferral  of  taxes  through  savings  and  investment.  Further, 
it  should  strive  to  avoid  the  pitfalls  of  setting  up  rules  for  inflation  pro¬ 
tection  which  could  lead  savers  to  concentrate  their  money  in  'safe'  debt 
instruments  instead  of  the  equity  Canada  really  needs. 
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CONCLUSIONS 


In  concluding  my  remarks,  I  want  to  leave  you  with  several  very  clear 
impressions : 

The  private  trusteed  pension  sector  has  become  a  major  force  in 
Canadian  capital  markets.  Its  impact  in  the  future  will  be  immense. 
Within  17  years,  it  will  likely  be  the  dominant  capital  pool  and  main  reposi¬ 
tory  of  ownership  in  Canada. 

No  one  has  addressed  the  most  fundamental  question  of  all:  what  will 
pension  reform  do  to  Canadian  capital  markets?  I  fear  that  a  great  in¬ 
crease  in  asset  flows  to  pension  accounts,  accompanied  by  a  mandated 
decline  in  risk-taking,  will  have  unforeseen  repercussions  inappropriate  to 
Canadian  circumstances. 

The  CPP,  for  all  intents  and  purposes,  has  no  assets  to  back  up  the 
real  and  imagined  claims  on  it.  The  provinces  cannot  repay  one  cent  in 
the  foreseeable  future.  The  CPP  effectively  is  on  a  pay-as-you-go  footing 
and  its  cost  and  benefits  must  reflect  that  reality. 

The  private  pension  system  is  a  bulwark  of  private  ownership,  not 
social  welfare.  If  reform  is  necessary  -  and  some  reform  is  very  over¬ 
due  -  it  is  not  in  the  direction  of  putting  private  plans  into  public 
'investment  pools'.  The  record  of  public  investment  is  embarrassing  and 
that  of  the  CPP  non-existent. 

We  have  the  opportunity,  through  an  innovative  instrument  called  the 
Registered  Pension  Account,  to  address  the  issue  of  ownership  and  control 
of  Canadian  private  assets.  We  can  use  that  opportunity  to  push  out 
ownership  very  widely,  and  thereby  enfranchise  almost  everyone  into  the 
economic  system. 

There  are  other  alternatives  in  the  use  of  this  instrument.  The  first 
is  to  only  allow  the  RPA  to  travel  from  big  plan  to  big  plan  and  therefore 
never  really  be  understood,  grasped  or  used  by  ordinary  Canadians.  If 
this  is  the  case,  many  people  will  not  be  able  to  distinguish  between  the 
manners  in  which  control  is  exercised  in  the  private  and  public  sectors. 
The  door  could  then  be  opened  to  a  public  sector  vehicle  to  hold  and 
manage  individual  RPAs,  leading  slowly,  but  inexorably,  to  the  effective 
and  perhaps  inadvertent  nationalization  of  the  private  pension  system. 
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AN  AFTERTHOUGHT 


Years  ago,  there  was  introduced  another  ill-considered  program  whose 
effects  have  been  devastating.  I  refer  to  the  Multiple  Unit  Rental  Building 
program,  MURB  for  short,  which  was  designed  to  spur  housing,  particu¬ 
larly  rental  housing,  and  help  the  construction  industry.  While  a  few  lone 
voices  tried  to  speak  from  the  wilderness,  the  government  went  ahead  with 
a  program  which  has,  over  the  past  10  years,  turned  Canada  into  a  nation 
of  renters,  a  nation  of  footloose  persons  disenfranchised  from  the  most 
fundamental  of  requirements  of  a  stable  society  -  ownership  of  a  corner  of 
one's  own.  In  some  major  cities,  Toronto  included,  renters  are,  or  are 
close  to,  the  majority. 

If  thought  had  instead  been  given  to  extending  capital-cost  allowances 
to  new  home  buyers,  or  allowing  mortgage-interest  deductibility,  or  both, 
there  would  have  been  the  same  stimulus  for  the  home-building  industry. 
The  difference  in  neighbourhood  commitment  and  sense  of  belonging  would 
have  been  enormous. 

Having  perhaps  inadvertently  created  a  nation  of  renters,  are  we  now 
going  to  backtrack  and  ensure  that  pension  assets  and  the  ownership  that 
entails  will  go  to  all  Canadians  and  bring  them  into  economic  enfranchise¬ 
ment,  or  will  we  clutch  those  assets  tightly  to  our  corporate  and  govern¬ 
ment  chests  and  create  a  nation  of  dependents? 

On  one  reading,  the  Green  Paper  could  lead  to  widening  of  economic 
control  of  this  nation's  resources  and  hence  a  deepening  of  the  commitment 
of  every  citizen  to  his  country  -  an  economic  and  political  democratic 
triumph . 

A  darker  reading  suggests  just  as  clearly  a  turn  towards  further 
political  and  economic  paternalism  as  an  increasingly  financially  troubled 
government,  by  slow  but  sure  degrees,  coopts  the  pension  funds  by 
centralizing  the  RPA  control  and  management  in  Ottawa  to  meet  its  bur¬ 
geoning  spending  obligations. 

Paradoxically,  both  paths  are  clearly  delineated  in  the  Green  Paper  on 
pensions . 

It  is  time  for  all  of  us  to  reorder  our  priorities  in  the  Great  Pension 
Debate  and  work  together  for  renewal,  not  betrayal,  of  the  Canadian 
Dream. 


293 


NOTES 


1  The  level  of  $1  trillion  for  Canadian  trusteed  pension  assets  by  the 
year  2000,  while  a  large  absolute  amount  in  current  terms,  is  not  all 
that  sizeable  given  the  effects  of  inflation.  I  calculated  it  assum¬ 
ing  that:  (i)  the  contribution  rate  would  fall  to  4  per  cent  per 
annum,  or  about  half  the  level  of  past  years.  Given  the  increase  in 
coverage  that  the  Green  Paper  implies,  I  am  of  the  opinion  that  this 
figure  will  be  low;  (ii)  the  current  rate  of  interest  on  long-term 
government  bonds  of  12  per  cent  will,  in  the  absence  of  any  other  good 
return  estimation,  be  the  rate  at  which  pension  monies  compound. 
Given  a  3  per  cent  premium  for  equity  investment,  this  should  be  a 
conservative  rate  of  return  overall;  (iii)  the  embedded  level  of 
inflation  is  at  least  7  per  cent,  implying  a  loss  of  purchasing  power 
of  the  dollar  of  68  per  cent.  One  trillion  therefore  would  amount  to 
$316  billion  in  1983  dollars.  I  am  concerned  that  this  inflation 
level  figure  may  prove  to  be  low  as  well;  (iv)  there  is  a  current 
level  of  trusteed  pension  assets  of  $94.2  billion,  including  pensions 
at  life  insurance  companies.  Should  I  add  the  $21  billion  of  RRSP 
monies  into  the  pension  pool  (possibly  under  the  Registered  Pension 
Account  concept),  I  have  no  reason  to  doubt  that  $1  trillion  is  low, 
perhaps  by  $2  to  3  hundred  billion. 
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Financing  Public  Pensions: 

Some  Capital  Market  Implications 

G.  V.  Jump 


INTRODUCTION  AND  OVERVIEW 

An  important  issue  that  will  be  faced  by  policymakers  in  the  near-  to 
medium-term  future  is  the  question  of  how  to  finance  future  obligations  of 
the  Canada  Pension  Plan  (CPP). 

Since  its  inception  in  1966,  the  CPP  has  been  financed  by  mandatory 
contributions  (amounting  to  1.8  per  cent  of  annual  earnings  up  to  a  speci¬ 
fied  maximum)  on  all  Canadian  employees  outside  of  Quebec  with  matching 
contributions  from  employers.1  The  annual  inflow  of  contributions  has 
thus  far  proved  more  than  sufficient  to  finance  the  flow  of  pension  bene¬ 
fits  paid  out  by  the  CPP.  Indeed,  contributions  have  been  sufficiently  in 
excess  of  benefits  that  the  CPP  has  accumulated  a  modest  reserve  fund 
($21.5  billion  at  the  end  of  March,  1982)  of  assets  invested  in  provincial 
securities . 

However,  it  was  recognized  from  the  start  of  the  CPP  that  this  situ¬ 
ation  would  be  temporary.  With  the  passage  of  time,  more  and  more 
retirees  have  become  eligible  for  full  CPP  benefits,  and  total  benefit  pay¬ 
ments  have  risen  faster  than  contributions  in  recent  years.  This  trend 
will  continue  into  the  future  and  even  accelerate  as  the  proportion  of 
Canadians  over  age  65  rises  during  the  next  several  decades.  Unless  the 
present  contribution  rates  are  increased,  the  reserve  fund  of  the  CPP  will 
be  eliminated  sometime  between  1985  and  1993. 2 

The  federal  government  will  presumably  act  to  revise  the  contribution 
formula  before  the  present  reserve  fund  vanishes  completely.  In  doing  so, 
the  government  will  have  to  decide  on  one  of  two  basic  financing  options: 
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should  the  CPP  be  run  as  a  pay-as-you-go  plan  or  should  it  operate  as  a 
fully  or  partially  funded  plan?  This  is  perhaps  the  single  most  important 
decision  to  be  made  in  public  pension  reform,  one  that  will  have  far- 
reaching  implications  for  Canadian  saving  behaviour  and  capital  markets. 

Taken  at  face  value,  neither  financing  alternative  appears  especially 
attractive.  A  pay-as-you-go  system  -  like  that  of  the  U.S.  Social  Security 
System  -  might  involve  a  sizeable  intergenerational  transfer  from  future 
generations  to  the  currently  old.  If  so,  this  could  seriously  reduce  the 
present  incentive  to  save,  leaving  future  generations  with  a  reduced  stock 
of  capital  assets,  as  has  been  argued  extensively  by  Martin  Feldstein 
(1974,  1977)  in  regard  to  the  U.S.  system. 

To  take  the  extreme  alternative,  a  fully  funded  CPP  could,  by  and 
large,  avoid  an  intergenerational  transfer,  but  would  do  so  at  the  cost  of 
transferring  a  sizeable  fraction  of  what  is  now  private  savings  into  the 
CPP  reserve  fund.  This  would  mean  that  the  decision  of  how  to  invest 
these  savings  in  the  capital  market  would  be  shifted  from  the  private 
sector  to  the  government.  The  Canadian  business  community  is  quite 
understandably  leery  of  such  a  prospect. 

The  purpose  of  this  paper  is  to  review  the  existing  arguments  -  pro 
and  con  -  pertaining  to  the  desirability  of  one  type  of  financing  versus 
the  alternative.  I  will,  in  addition,  offer  some  original  analysis  on  the 
implications  of  public  pension  finance  on  saving  and  investment  decisions. 
The  main  thrust  of  this  analysis  is  that  a  fully  funded  system  may  have 
more  adverse  saving  incentives  than  is  generally  thought  to  be  the  case. 

The  outline  of  the  paper  is  as  follows:  in  the  following  section,  I 
review  existing  arguments  pertaining  to  public  pensions  and  saving  incen¬ 
tives  and  put  these  into  an  open  economy  context.  This  analysis  is  then 
expanded  to  take  account  of  some  previously  ignored  effects  of  pensions  on 
the  overall  level  of  taxes  and  saving.  Much  of  what  is  discussed  in  this 
section  on  further  considerations  applies  to  the  impact  of  funded  public 
pensions  on  aggregate  saving.  The  next  section  discusses  some  of  the 
possible  effects  of  a  fully  funded  plan  on  the  allocation  of  saving  through 
capita]  markets.  The  basic  issue  addressed  here  is  whether  government 
control  of  pension  funds  is  likely  to  lead  to  a  misallocation  of  resources  in 
capital  markets.  Some  concluding  observations  are  then  offered  in  the 
final  section  of  this  paper. 

It  is  worth  noting  that  while  the  focus  of  what  follows  is  on  the  CPP, 
virtually  everything  that  is  written  applies  equally  to  the  Quebec  Pension 
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Plan  (QPP).  The  QPP  is  currently  in  a  very  similar  financial  position  to 
the  CPP,  and  the  government  of  Quebec  will  soon  have  to  face  the  same 
pay-as-you-go  versus  full  or  partial  funding  question  as  the  government  of 
Canada. 

PUBLIC  PENSIONS  AND  PRIVATE  SAVING  INCENTIVES:  WHAT  IS  KNOWN 

As  stated  in  the  Introduction,  a  major  consideration  in  the  choice  of  how 
to  finance  the  future  operations  of  the  CPP  are  the  implications  of  alter¬ 
native  funding  schemes  for  private  saving  incentives.  On  the  basis  of 
existing  theoretical  and  empirical  literature,  it  is  a  widely  held  belief  that 
pay-as-you-go  financing  is  likely  to  have  more  adverse  effects  on  private 
saving  behaviour  than  a  funded  plan.  If  saving  incentives  were  the  only 
criterion  on  which  this  choice  were  to  be  based,  a  majority  of  economists 
would  likely  opt  for  a  fully  funded  system.  The  purpose  of  this  section  is 
to  present  a  brief  discussion  of  why  the  saving  issue  is  important  to  the 
CPP  financing  decision,  and  to  summarize  the  existing  body  of  literature 
pertaining  to  the  effects  of  pay-as-you-go  versus  funding  on  private 
saving  decisions. 

In  proceeding,  it  will  be  convenient  to  restrict  consideration  of  the 
funded  alternative  to  a  fully  funded  system.  A  partially  funded  public- 
pension  plan  is  merely  a  blend  of  pay-as-you-go  and  full  funding;  hence 
an  understanding  of  the  saving  implications  of  the  extreme  cases  is  suf¬ 
ficient  to  understand  any  mixture  of  the  two. 

Private  and  pension  saving  and  capital  formation  in  an  open  economy 

The  concern  with  public  pensions'  effects  on  saving  behaviour  derives  from 
the  fact  that  gross  (national)  saving  provides  the  'financing'  required  for 
gross  (national)  capital  formation.  We  are  all  familiar  with  the  accounting 
identity  between  gross,  or  aggregate,  saving  and  capital  investment.  Any 
economic  policy  that  alters  gross  saving  will  simultaneously  alter  gross 
investment. 

In  one  of  the  earliest  empirical  studies  of  the  effects  of  public  pen¬ 
sions  on  private  saving  behaviour,  Feldstein  (1974)  derived  estimates 
suggesting  that  the  U.S.  Social  Security  System  had  depressed  U.S. 
personal  saving  levels  relative  to  what  would  have  been  the  case  had  this 
pay-as-you-go  public  pension  plan  not  been  put  into  effect  in  the  early 
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1930s.  Since  the  U.S.  economy  is  relatively  'closed'  (to  international 
influences),  Feldstein  felt  justified  in  translating  this  estimated  reduction 
in  personal  saving  into  a  one-to-one  matching  reduction  in  U.S.  capital 
investment.  His  conclusion:  the  long-run  U.S.  capital  stock  may  be  as 
much  as  38  per  cent  smaller  than  would  be  the  case  in  the  absence  of 
Social  Security. 

The  point  of  citing  Feldstein's  study  at  this  stage  in  the  proceedings 
is  not  to  emphasize  the  magnitude  of  his  estimates.  Indeed,  Feldstein's 
original  study  was  later  found  by  Dean  Leimer  and  Selig  Lesnoy  (1980)  to 
contain  a  computational  error  that  caused  him  to  greatly  overstate  the 
saving  decline  attributed  to  Social  Security.  In  addition,  more  refined 
later  studies  have  found  much  smaller  effects.  More  on  this  later.  The 
point  to  be  made  here  is  that  the  methodology  of  translating  personal 
saving  changes  into  one-to-one  changes  in  capital  investment  may  be 
appropriate  for  the  relatively  closed  U.S.  economy.  It  is  not,  however, 
appropriate  for  an  open  economy  like  Canada's. 

Even  if  it  can  be  shown  that  financing  the  CPP  in  one  particular 
manner  will  cause  personal  saving  in  Canada  to  decline,  it  does  not  follow 
that  capital  investment  in  Canada  must  decline  as  a  consequence.  The 
reason  for  this,  of  course,  is  the  openness  of  the  Canadian  economy  and 
the  close  integration  of  Canadian  financial  markets  with  those  in  the  U.S. 
and  overseas. 

In  an  abstract  setting,  Canada  can  be  viewed  as  merely  one  small 
participant  in  world  capital  markets.  Canadian  interest  rates  are  by  and 
large  equal  to  foreign  interest  rates  and  are  determined  by  world,  rather 
than  domestic,  supply  and  demand  considerations.  Capital  investment  in 
Canada  is  undertaken  by  both  domestic  and  foreign  agents  who  push  the 
Canadian  capital  stock  up  to  the  point  where  marginal  investments  yield 
the  internationally  determined  competitive  rate  of  return.  This  means  that 
capital  investment  in  Canada  is  not  directly  dependent  upon  saving  from 
domestic  Canadian  sources. 

A  policy-induced  change  in  domestic  personal  saving  will  probably 
have  little  effect  on  Canadian  capital  investment.  For  example,  if  domestic 
saving  declines  so  that  Canadian  residents  invest  in  fewer  capital  assets, 
the  door  is  open  wider  for  increased  investment  by  nonresidents.  Foreign 
capital  inflows  simply  replace  investment  by  Canadians.  Gross  capital 
investment  is  unaltered  and  so  is  gross  saving.  However,  the  composition 
of  gross  saving  changes  with  the  reduction  in  domestic  saving  offset  by  an 
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increase  in  saving  by  nonresidents  via  capital  inflows. 

Does  all  of  this  mean  that  Canadians  need  not  be  concerned  with  the 
implications  of  pension  financing  for  private  saving  decreases?  Not  at  all. 
Canadians  should  be  concerned  with  this  -  not  because  less  domestic 
saving  means  less  capital  investment,  but  for  two  alternative  reasons. 
First,  the  flow  of  future  income  to  Canadians  varies  directly  with  the 
acquisition  of  assets  by  domestic  residents.  The  more  we  save,  the  higher 
will  be  our  future  incomes  and  those  of  our  heirs.  Policies  that  discourage 
saving  are  to  be  avoided  in  our  own  self-interest.  Second,  the  less 
Canadians  save,  the  greater  the  share  of  capital  investment  undertaken  by 
nonresidents.  Policies  that  discourage  domestic  saving  thereby  increase 
foreign  ownership.  Whether  for  valid  reasons  or  not,  increased  foreign 
ownership  of  Canadian  assets  is  popularly  viewed  as  undesirable.  The 
saving  issue,  therefore,  is  very  much  a  valid  concern  for  structuring  the 
future  of  the  CPP,  but  for  reasons  that  differ  from  those  in  the  U.S. 

Let  us  now  review  the  existing  evidence  relating  to  public  pensions 
and  saving  incentives. 

Pay-as-you-go  and  private  saving 

As  already  indicated,  there  is  some  empirical  evidence  that  suggests  pay- 
as-you-go  financing  has  adverse  effects  on  private  saving.3  Is  there  a 
basis  for  this  in  economic  theory?  To  answer  this  question,  let  us  review 
the  abstract  analysis  originally  laid  out  by  Robert  Barro  (1974)  and 
Feldstein  (1974). 

Consider  an  economy  in  which  public  pensions  do  not  initially  exist. 
Individuals  in  this  economy  work  during  the  early  years  of  their  lives  and 
accumulate  assets  to  finance  consumption  during  their  retirement  years. 
Capital  markets  are  assumed  to  be  perfect  so  that  no  individual  is  'liquid¬ 
ity  constrained'.4  Individuals  arrange  their  affairs  in  such  a  way  as  to 
maximize  inter-temporal  utility  subject  to  the  usual  budget  constraints. 

Now  suppose  a  mandatory  pay-as-you-go  public  pension  plan  is  intro¬ 
duced  at  date  t  in  time.  Retirees  are  to  receive  pensions  of  P  dollars  a 
year  per  person  and  workers  are  forced  to  contribute  an  amount  of  C 
dollars  a  year  per  person.  The  quantity  Px  (the  number  of  retirees)  is 
equal  to  the  quantity  Cx  (the  number  of  workers),  consistent  with  pay-as- 
you-go.  It  is  assumed  that  the  pension  system  does  not  alter  the  decision 
of  when  to  retire. 
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The  mandatory  pension  system  clearly  introduces  the  possibility  of  an 
intergenerational  transfer  of  wealth  from  the  young  at  date  t  and  all  future 
generations  to  the  old  at  date  t.  Whether  this  occurs  depends  critically 
upon  the  existence  of  bequest  motives  by  economic  agents  or  lack  thereof. 

If  economic  agents  do  not  desire  to  leave  bequests  to  their  heirs, 
then  each  will  plan  a  lifetime  consumption  stream  exactly  equal  to  his 

lifetime  income  in  present  value  terms.  Under  these  circumstances,  a 
retiree  at  date  t  will  (correctly)  view  his  windfall  pension  as  an  increase 
in  lifetime  income  and  plan  to  increase  his  consumption  by  (an  average  of) 
P  dollars  a  year.  A  young  individual  working  at  date  t  will  recognize  that 
entitlement  to  a  future  pension  offsets  (in  present  value  terms)  his  manda¬ 
tory  pension  contribution  of  C  dollars  a  year,  leaving  the  present  value  of 
lifetime  earnings  virtually  the  same . 5  The  young  individual  will  not  want 
to  alter  his  lifetime  consumption  plan.  But  if  he  does  not  alter  his  con¬ 
sumption,  then  he  must  reduce  his  private  saving  by  C  dollars  a  year 

during  his  working  life  in  order  to  meet  his  mandatory  pension  contri¬ 
bution. 

Domestic  saving  in  the  aggregate  will  decline  by  an  annual  amount 
approximately  equal  to  aggregate  pension  contributions  (and  benefits).  If 
this  is  a  closed  economy,  aggregate  capital  formation  will  decline  by  a  like 

amount.  If  it  is  open,  foreign  saving  will  rise  by  the  amount  of  the 

decline  in  domestic  saving.  Either  way,  the  currently  old  generation  is 
better  off  and  the  currently  young  and  all  future  generations  are  worse 
off. 

Contrast  this  with  the  effects  of  a  pay-as-you-go  system  when  econo¬ 
mic  agents  do  have  bequest  motives.  Under  these  circumstances,  a  retiree 
at  date  t  will  realize  that  his  potential  windfall  represents  a  loss  to  his 
heirs.  He  can  easily  avoid  this  by  saving  the  P  dollars  a  year  in  pension 
benefits  and  transferring  this  saving  to  his  heirs  -  either  in  the  form  of 
gifts  or  an  inheritance.  His  heirs  -  in  this  case  the  young  at  date  t  -  can 
count  on  this  bequest  to  defray  the  cost  of  pension  contributions  and  pass 
on  a  similarly  enlarged  bequest  to  the  next  generation.  With  this  behavi¬ 
our  economic  agents  will  'undo'  the  intergenerational  transfer  implicit  in 
the  public  pension  plan  and  leave  everything  as  it  originally  was.  There 
is  no  change  in  private  saving  or  consumption  in  this  case. 

What  economic  theory  tells  us  is  that  a  pay-as-you-go  public  pension 
system  will  or  will  not  cause  private  saving  to  decline,  depending  upon 
whether  economic  agents  do  not  or  do  have  bequest  motives.  Theory 
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cannot  tell  us  whether  such  motives  exist  in  the  actual  world.  That  is  an 
empirical  question  to  be  deciphered  from  observing  real-world  behaviour. 

Ideally,  one  could  attempt  to  determine  whether  agents  exhibit  a 
bequest  motive  by  studying  the  actions  of  a  panel  of  individuals  over  a 
long  period  of  time.  Such  studies  have  not  been  feasible  up  to  the  pre¬ 
sent,  but  less  satisfactory  empirical  studies  have  been  performed.  These 
can  be  divided  into  two  categories:  (1)  those  that  use  aggregate  time- 
series  data,  and  (2)  those  that  use  cross-sectional  data  on  individuals. 

Category  (1)  studies  have  almost  exclusively  been  concerned  with 
identifying  the  effects  of  the  U.S.  Social  Security  System  on  personal 
saving.  These  studies,  like  those  of  Feldstein  and  Leimer  and  Lesnoy 
cited  earlier,  deal  directly  with  the  aggregate  effects  of  pay-as-you-go  on 
personal  saving  and  skip  over  the  intermediate  issue  of  bequest  motives. 
For  a  bibliography  and  an  excellent  survey  of  such  studies  conducted 
prior  to  1979,  the  reader  is  referred  to  the  document  prepared  by  the 
Economic  Council  of  Canada  (1979,  ch.  5).  The  main  findings  of  this  body 
of  investigation  constitute  the  bulk  of  empirical  evidence  bearing  on  pay- 
as-you-go  and  private  saving  and  is  worthy  of  summary  here. 

A  majority  of  the  category  (1)  studies  yield  estimates  of  some  reduc¬ 
tion  in  U.S.  personal  saving  as  a  result  of  Social  Security.  However,  the 
estimates  span  a  wide  range  -  from  no  effect  to  the  large  decreases  in 
saving  estimated  in  the  original  (and  erroneous)  Feldstein  study  described 
earlier  in  this  section.  No  clear  consensus  as  to  the  magnitudes  of  the 
depressing  effects  (if  any)  of  pay-as-you-go  on  private  saving  has 
emerged  from  these  efforts. 

It  is  worth  noting  that  any  estimates  of  adverse  saving  effects  have 
shown  a  tendency  to  decline  in  magnitude  as  more  refined  techniques  have 
been  applied  in  successive  studies.  In  perhaps  the  most  recent  effort 
(using  Feldstein's  original  data  base).  Beach,  Boadway,  and  Gibbons 
(1982)  have  estimated  that  1974  private  asset  holdings  in  the  U.S.  were 
only  5.4  per  cent  lower  than  would  have  been  the  case  without  Social 
Security.  (This  contrasts  with  Feldstein's  estimated  reduction  of  38  per 
cent).  The  authors  are  careful  to  point  out,  however,  that  they  can  not 
statistically  reject  the  hypothesis  that  Social  Security  has  had  no  effect  on 
U.S.  personal  saving. 

Turning  to  the  category  (2)  studies,  there  have  been  few  empirical 
investigations  that  directly  investigate  the  effects  of  Social  Security  on  a 
cross-section  of  individuals.  There  have,  however,  been  a  number  of  re- 
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cent  studies  examining  the  consumption-saving  behaviour  of  individuals  at 
various  stages  in  the  life  cycle  (e.g.,  Kotlikoff  and  Summers  1981,  and 
Summers  1981).  These  efforts  have  consistently  revealed  that  retired 
individuals  in  the  U.S.  save  a  larger  fraction  of  their  incomes  than  might 
be  expected  on  the  basis  of  the  life-cycle  theory  of  consumer  behaviour  - 
a  theory  framed  without  explicit  recognition  of  pay-as-you-go  pensions. 
One  possible  explanation  for  this  finding  is  that  retired  individuals  have 
bequest  motives  and  are  saving  to  offset  the  intergenerational  wealth 
transfer  inherent  in  the  U.S.  Social  Security  System.  There  are  other 
alternative  explanations,  but  the  bequest  possibility  is  at  least  intriguing. 

It  is  probably  safe  to  say  that  the  effect  of  pay-as-you-go  financing 
on  private  saving  is  still  an  unresolved  issue.  It  is  unfortunate  that 
reformers  of  the  CPP  and  QPP  will  have  to  make  their  financing  decisions 
before  a  consensus  is  reached  on  this  issue,  but  there  are  at  least  two 
consolations.  First,  if  any  adverse  effects  of  pay-as-you-go  on  private 
saving  do  exist,  they  seem  likely  to  be  smaller  than  empirical  estimates 
generated  in  the  mid-1970s  had  indicated.  Successive  refinements  in  the 
late  1970s  and  early  1980s  have  progressively  reduced  these  original  esti¬ 
mates.  Second,  as  we  shall  see,  the  private  saving  incentives  provided  by 
the  funded  alternative  to  pay-as-you-go  may  not  be  any  more  favourable. 
If  that  is  the  case,  the  choice  between  the  two  financing  schemes  can  be 
based  on  other  criteria  where  it  is  likely  that  one  or  the  other  will  be 
clearly  dominant. 

Full  funding  and  private  saving 

A  fully  funded  public  pension  plan  is  generally  thought  to  have  few  if  any 
effects  on  aggregate  domestic  saving.  To  understand  the  reasoning  that 
underlies  this,  consider  the  mechanics  of  putting  the  CPP  (or  the  QPP)  on 
a  fully  funded  basis. 

At  the  date  of  his  retirement  an  individual  who  qualifies  for  full  CPP 
benefits  will  receive  a  pension  equal  to  one-fourth  of  the  average  indus¬ 
trial  wage  (AIW)  at  that  time.  The  pension  is  thereafter  indexed  to 
changes  in  the  CPI  to  keep  its  real  value  constant.  Denote  the  real  value 
of  the  industrial  wage  at  time  t  by  the  symbol  w^  and  consider  an  indivi¬ 
dual  who  will  retire  at  time  T  in  the  future.  The  individual  can  expect  to 
receive  pension  benefits  with  a  present  discounted  value  at  time  T  of: 
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Bt  -  (k  wT)  I  ,  _1_  ,  j  ,  (1) 

1  1  j=l  ^  1+r  ; 


where  R  denotes  the  number  of  years  the  individual  expects  to  live  after 
retirement  and  r  denotes  a  real  discount  rate,  equal  to  the  real  rate  of 
return  earned  on  investments  by  the  pension  fund.6 

Let  us  suppose  that  this  individual  represents  the  average  Canadian 
so  that  his  real  earnings  prior  to  retirement  are  equal  to  w  in  every 
year.  He  will  be  subject  to  a  contribution  'tax'  at  the  rate  x  on  a  quarter 
of  these  earnings  and  his  employer  will  make  a  matching  contribution.  The 
present  discounted  value  at  date  T  of  real  contributions  made  over  his  L 
working  years  is  given  by 
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Policymakers  can  fully  fund  the  CPP  by  setting  the  value  of  the 
contribution  rate,  x,  that  equates  with  for  the  average  Canadian, 
subject  to  given  values  or  estimates  for  other  variables  appearing  in  equa¬ 
tions  (1)  and  (2). 

Note  that  if  the  real  rate  of  return  earned  on  investments  by  the 
fund,  r,  is  identical  to  the  real  rate  of  return  the  individual  can  earn  on 
private  investments,  then  a  fully  funded  plan  provides  the  average  indivi¬ 
dual  with  exactly  the  same  option  available  to  him  in  the  private  market. 
We  can  describe  the  funded  pension  as  'actuarially  fair'  whenever  the  rates 
of  return  are  the  same  for  the  pension  fund  and  the  private  market.7 

There  is  little  disagreement  among  economists  that  a  mandatory,  fully 
funded  public  pension  system  will  have  few  if  any  effects  on  total  domestic 
saving,  provided  the  system  is  actuarially  fair.  The  reason  for  this  is 
straight-forward:  if  an  individual  is  forced  to  contribute  to  an  actuari¬ 

ally  fair,  funded  pension  plan,  he  can  make  himself  exactly  as  well  off  by 
reducing  his  private  saving  by  a  like  amount.  The  optimal  pattern  of 
lifetime  consumption  and  saving  for  the  individual  is  the  same  with  or  in 
the  absence  of  such  a  pension  system.  The  only  effect  of  imposing  a 
mandatory  system  is  to  redistribute  saving  from  the  private  sector  to  the 
pension  fund.  There  are  no  other  effects.  This  is  true  irrespective  of 
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whether  economic  agents  do  or  do  not  have  bequest  motives. 

The  null  effect  of  a  fully  funded  pension  system  on  aggregate  saving 
is  a  well-known  result  in  the  economic  literature.  There  are,  however,  a 
couple  of  important  caveats.  First,  the  result  obtains  if  and  only  if  the 
public  pension  system  is  actuarially  fair.  Second,  the  result  holds  only  if 
the  public  pension  funds  are  invested  in  the  same  private-sector  assets 
that  economic  agents  would  hold  in  the  absence  of  a  mandatory  pension 
system.  If  the  pension  funds  are  invested  in  other  assets,  such  as  gov¬ 
ernment  securities,  the  null-saving  result  does  not  necessarily  obtain. 
This  is  a  result  that  is  not  generally  known  and  represents  an  original 
contribution  of  this  paper.  It  is  set  forward  in  the  following  section. 
Third,  the  null-saving  result  obtains  only  if  individuals  subjected  to  the 
mandatory  pension  scheme  are  not  liquidity-constrained. 

A  liquidity-constrained  individual  is  one  who  would  like  to  borrow 
against  future  income  in  order  to  finance  current  consumption  but  cannot 
do  so  because  of  various  imperfections  in  capital  markets.  Such  an  indi¬ 
vidual  is  constrained  to  have  lower  current  consumption  and  higher  cur¬ 
rent  saving  than  he  would  prefer.  If  such  an  individual  is  forced  to  make 
contributions  to  a  mandatory  public  pension  system,  he  will  be  unable  to 
offset  this  'pension  saving'  via  a  reduction  in  private  saving  and  will  have 
no  choice  but  to  reduce  his  current  consumption  levels.  This  is  the  case 
irrespective  of  whether  the  pension  is  an  actuarially  fair,  funded  system 
or  even  pay-as-you-go. 

If  a  significant  number  of  individuals  in  the  economy  are  liquidity- 
constrained,  then  the  imposition  of  a  public  pension  system  may  actually 
raise  aggregate  saving.  It  will  probably  do  so  for  a  fully  funded  plan  and 
might  even  do  so  for  a  pay-as-you-go  plan.  Just  what  fraction  of  the 
Canadian  population  is  in  this  position  is  an  empirical  question.  Unfor¬ 
tunately,  there  is  little  empirical  evidence  bearing  on  the  issue.  There  is 
no  doubt  that  a  number  of  Canadians,  especially  among  those  in  the  very 
early  stages  of  their  working  years,  are  liquidity-constrained.  Whether 
they  are  of  sufficient  numbers  to  suggest  that  a  fully  funded  CPP  (or 
QPP)  would  actually  lead  to  an  increase  in  aggregate  saving  is  debatable. 
I  have  argued  in  another  context  (Jump  1982)  that  the  numbers  of  such 
individuals  is  likely  to  be  relatively  small,  but  this  remains  an  open  issue. 

Perhaps  the  only  definitive  statement  that  can  be  made  concerning 
liquidity-constrained  individuals  is  that  their  numbers  are  not  very  ger¬ 
mane  to  the  choice  of  CPP  financing.  Either  type  of  financing  will  cause 
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these  individuals  to  be  worse  off  relative  to  a  no-CPP  situation  by  forcing 
them  to  save  a  larger  fraction  of  their  incomes .  Their  existence  in  either 
small  or  large  numbers  does  not  alter  the  ranking  of  pay-as-you-go  versus 
full  funding  as  regards  the  impacts  of  these  alternatives  on  total  Canadian 
saving.  Since  this  is  the  case,  I  shall  ignore  the  issue  of  liquidity  con¬ 
straints  in  the  remainder  of  the  paper  and  proceed  under  the  assumption 
that  all  individuals  can  borrow  against  future  incomes  without  hindrance. 

FULL  FUNDING  AND  PRIVATE  SAVING  INCENTIVES:  SOME  FURTHER 
CONSIDERATIONS 

In  the  absence  of  liquidity  constraints,  it  is  intuitively  logical  that  a 
funded  public  pension  system  that  invests  in  the  same  assets  as  private 
sources  will  be  both  actuarially  fair  and  neutral  in  its  effects  on  aggregate 
saving  behaviour.  Yet,  if  the  past  is  any  guide  to  the  future,  it  seems 
quite  possible  that  a  funded  CPP  would  not  invest  in  strictly  private 
sector  assets.  The  small  CPP  reserve  fund  that  has  existed  since  1966 
and  is  now  dwindling  has  been  invested  exclusively  in  provincial  and 
federal  government  securities.8  This  investment  policy  was  part  of  the 
initial  agreement  between  the  federal  government  and  the  provinces  at  the 
start  of  the  CPP.  Under  that  agreement,  a  provincial  government  essen¬ 
tially  has  the  right  to  sell  debt  to  the  current  CPP  reserve  fund  in  pro¬ 
portion  to  the  share  of  total  contributions  collected  from  residents  of  that 
province.  It  is  a  right  that  no  participating  province  has  thus  far  failed 
to  exercise. 

Once  the  present  reserve  fund  has  been  eliminated,  the  CPP  has  no 
obligation  to  continue  this  arrangement  under  a  new  financing  formula. 
However,  the  new  formula  will  have  to  be  agreed  to  by  the  provinces  and 
there  is  bound  to  be  considerable  pressure  to  continue  the  present 
arrangement  should  a  fully  or  partially  funded  financing  scheme  be  adop¬ 
ted.  This  raises  a  whole  host  of  issues  -  ranging  from  what  interest  rate 
the  provinces  should  pay  on  CPP-held  debt  to  how  to  prevent  provincial 
governments  from  using  debt  issued  to  the  CPP  to  finance  unprofitable 
ventures.  I  will  deal  with  some  of  these  issues  in  time.  But  for  now  I 
would  like  to  focus  upon  a  somewhat  more  abstract  matter  that  will  make 
later  analysis  of  the  issues  quite  a  bit  simpler. 

Let  us  consider  in  some  detail  a  fully  funded  public-pension  plan  in 
which  the  pension  funds  are  invested  exclusively  in  government  debt. 
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Whether  this  is  federal  or  provincial  debt  has  no  bearing  on  the  analysis. 
But  it  does  matter  whether  this  debt  pays  a  competitive  rate  of  interest. 
Let  us  assume  that  the  debt  pays  the  same  rate  as  is  available  in  the 
private  market  so  that  the  public  pension  is  actuarially  fair.  The  question 
I  wish  to  investigate  is:  does  an  actuarially  fair  public-pension  fund 
invested  in  government  debt  have  a  neutral  impact  on  aggregate  saving? 
The  answer  is  that  it  does  not.  In  fact,  this  kind  of  funded  pension  plan 
will  have  essentially  the  same  effects  on  aggregate  saving  as  a  pay-as-you- 
go  system  of  the  same  magnitude  -  a  rather  surprising  result  which  should 
prove  to  be  quite  useful  in  choosing  between  the  two  alternative  financing 
schemes . 

Following  the  notation  of  the  preceding  section,  let  w^  denote  the  AIW 
at  time  t,  let  x  denote  the  employee  and  employer  contribution  rate,  and 
let  r  denote  the  real  rate  of  interest  earned  in  both  the  private  sector  and 
on  pension  fund  holdings  of  government  debt.  Let  the  symbols  and  P 
now  represent  respectively  the  flows  of  aggregate  real  contributions  and 
real  benefit  payments  at  time  t.  The  real  stock  of  pension  funds  at  time  t 
is  given  by  and  it  grows  through  time  in  accordance  with 


P  +  rF 
t  t 


(3) 


A  pension  system  that  is  truly  fully  funded  must  first  be  introduced 
on  a  gradual  basis.  That  is,  contributions  are  first  levied  on  the  working 
segment  of  the  population  who  become  eligible  for  pension  benefits  only  at 
a  later  date.  This  gradual  introduction  supposedly  eliminates  the  possibil¬ 
ity  of  intergenerational  transfers,  though  we  shall  soon  see  that  it  does 
not  do  so  when  the  fund  is  invested  exclusively  in  government  debt.  In 
the  early  years  of  the  plan,  the  size  of  the  fund,  F^,  grows  rapidly  as 
contributions,  C^,  are  large  while  benefit  payments,  P^,  are  small.  Once 
the  plan  has  reached  maturity,  both  C  and  P^  will  grow  at  the  same  rate, 
equal  to  the  sum  of  the  rates  of  growth  of  the  labour  force  and  the  real 
value  of  the  AIW.9 

It  is  not  immediately  obvious  from  equation  (3)  whether  the  size  of 
the  fund,  F^,  will  continue  to  expand  after  the  system  reaches  maturity. 
However,  it  is  relatively  easy  to  determine  the  conditions  under  which  F^ 
will  continue  to  grow.  By  its  very  design  a  fully  funded  system  will 
exactly  equate  the  actuarial  values  of  the  average  individual's  lifetime 
contributions  and  benefits.  If  both  the  labour  force  and  the  real  indus- 
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trial  wage  are  constant  over  time,  a  fully  funded  system  will  equate  the 

♦ 

quantities  (C^  +  rF^)  and  P^.  at  maturity  and  would  equal  zero;  i.e., 
the  fund  would  neither  grow  nor  shrink.  If  either  the  labour  force  or  the 
real  value  of  the  AIW  rises  through  time,  the  ratio  C^/Pj.  will  be  higher 
than  in  the  static  case  and  F  will  be  greater  than  zero  for  all  t;  i.e.,  the 
fund  will  grow  indefinitely.10 

Canadians  can  expect  indefinite  future  growth  in  both  the  labour 
force  and  future  real  wages  -  the  latter  due  to  improvements  in  labour's 
productivity.  Hence  a  fully  funded  CPP  would  imply  a  fund  that  will 
forever  grow  in  real  magnitude  -  rapidly  at  first,  then  somewhat  more 
slowly  after  reaching  maturity. 

Now  the  point  of  all  of  this  is  that  if  such  a  fund  is  committed  to 
investing  exclusively  in  government  debt,  economic  growth  implies  that  real 
government  debt  must  also  grow  indefinitely.  Governments  will  have  an 
obligation  to  ensure  that  sufficient  debt  exists  to  satisfy  the  pension 
fund's  investment  requirement.  Initially,  there  may  be  no  problem.  An 
infant  funded-pension  system  might  meet  its  investment  requirement  by 
buying  up  previously  existing  government  debt  held  in  the  private  sector. 
Sooner  or  later,  however,  the  stock  of  previously  existing  debt  is  going  to 
be  insufficient  and  from  that  point  on  governments  will  have  to  issue  new 
real  debt  in  growing  amounts.  To  accomplish  this,  governments  will  have 
to  run  larger  real  deficits.  This  result  is  inescapable  so  long  as  the  fund 
is  required  to  invest  in  government  securities. 

Of  course,  there  are  a  number  of  ways  in  which  governments  can 
increase  their  deficits.  For  now,  let  us  (generously)  suppose  that  gov¬ 
ernments  are  rational  planners  and  would  strive  for  long-run  balanced 
budgets  (in  real  terms)  in  the  absence  of  the  funded  pension  system  being 
considered  here.  Implementation  of  the  pension  system  will  require  long- 
run  real  deficits  of  the  order  of  magnitude  of  F  in  order  to  meet  the 
growing  debt  requirements  of  the  pension  fund.  The  rational  government 
decision  of  how  much  to  spend  should  be  completely  independent  of  how 
the  public  pension  plan  is  financed.  If  governments  do  behave  rationally 
in  this  sense,  the  requisite  deficits  will  have  to  be  generated  via  reduced 
taxation  (excluding  the  de  facto  tax  associated  with  mandatory  pension 
contributions) . 

To  be  precise  about  this,  the  rational  budget  deficit  necessary  to 
supply  the  fund  with  new  debt  at  date  t  is  given  by: 
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(4) 


where  denotes  the  cumulative  stock  of  previously  existing  debt  bought 
up  by  the  fund  and  held  as  of  date  t,  and  D  denotes  the  flow  of  pur¬ 
chases  by  the  fund  at  this  point  in  time.  To  the  extent  that  previously 
existing  debt  is  insufficient  to  meet  the  funds'  needs  (and  sooner  or  later 
this  must  be  the  case),  a  rational  government  will  have  to  meet  this  re¬ 
quirement  by  reducing  taxes  by  an  amount,  AT^,  below  the  levels  that 
would  obtain  with  no  pension.  The  required  tax  reduction  at  time  t  is 

*Tt  =  T  -  r(Ft  -  Dt>-  <5> 

The  expression  in  brackets  in  equation  (5)  measures  the  cumulative  stock 
of  new  debt  issued  from  the  inauguration  of  the  system. 

Basically  a  rational  government  faces  two  choices  in  this  situation: 

1  It  can  temporarily  reduce  taxes  during  the  immature  phase  of  the 

pension  plan  and  allow  new  debt  issues  to  expand  rapidly  so  that  the  fund 
purchases  little  if  any  of  previously  existing  debt.  This  course  of  action 
causes  future  interest  obligations  to  rise  rapidly  so  that  the  government 

will  be  assured  of  running  future  deficits  of  the  requisite  size.  Once  the 

plan  reaches  maturity  and  these  interest  costs  have  built  up,  the  govern¬ 
ment  can  raise  its  general  tax  rates  to  maintain  the  equality  expressed  in 
equation  (4). 

2  The  government  can  defer  lowering  taxes  at  the  start  of  the  pension 

system  and  allow  the  immature  pension  fund  to  purchase  previously  issued 
debt.  Once  this  debt  has  become  scarce,  the  government  can  temporarily 

reduce  taxes  and  issue  new  debt,  following  the  pattern  of  option  (1)  over 

a  later  interval  in  time. 

Note  that  option  (1)  provides  a  potential  intergenerational  transfer 
from  future  generations  to  the  generation  in  existence  at  the  start  of  the 
system.  By  temporarily  cutting  taxes  and  issuing  debt,  the  government  is 
providing  the  opportunity  for  the  existing  generation  to  increase  consump¬ 
tion  and  reduce  saving  at  the  expense  of  future  generations.  This  is  the 
same  opportunity  that  would  be  given  the  generation  living  at  the  time  a 
pay-as-you-go  pension  is  introduced.  It  is  an  opportunity  that  either 
generation  will  exercise  if  and  only  if  economic  agents  do  not  wish  to  leave 
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bequests  to  their  heirs.  It  would  appear  that  option  (1)  will  have  the 
same  kinds  of  effects  on  aggregate  consumption-saving  behaviour  as  a 
pay-as-you-go  system.  In  fact,  it  will  have  exactly  the  same  aggregate 
effects  as  a  pay-as-you-go  system  offering  the  same  level  of  pension 
benefits.  This  is  shown  in  the  Appendix. 

Option  (2)  is  nothing  more  than  a  delayed  version  of  the  first  option. 
By  temporarily  deferring  the  requisite  reduction  in  taxes,  under  option  (2) 
the  government  merely  defers  the  potential  intergenerational  transfer  to 
some  later  point  in  time.  Individuals  living  at  the  time  taxes  are  finally 
reduced  will  -  if  they  do  not  possess  bequest  motives  -  be  able  to  increase 
consumption  and  reduce  saving  at  the  expense  of  later  generations.  Once 
again,  the  aggregate  effects  of  this  will  be  the  same  as  those  of  a  pay-as- 
you-go  system  started  at  the  time  taxes  are  reduced. 

We  must  conclude  that  under  rational  government  behaviour,  a  fully 
funded  pension  plan  that  invests  exclusively  in  government  debt  will  offer 
no  advantages  over  a  pay-as-you-go  alternative. 

What  if  governments  do  not  behave  rationally? 

There  seems  to  be  no  way  to  guarantee  that  governments  will  actually 
behave  rationally  when  operating  under  a  funded  pension  plan  committed  to 
purchasing  their  debt.  Nothing  other  than  faith  in  the  sensibilities  of 
policymakers  seems  to  assure  that  deficits  necessary  to  supply  the  fund 
with  debt  will  be  met  via  general  tax  reductions  rather  than  by  expendi¬ 
ture  increases.  It  is  easy  to  demonstrate  that  the  'irrational'  use  of 
expenditures  increases  is  likely  to  lead  to  an  inferior  outcome. 

Suppose  governments  follow  the  time  sequence  described  in  option  (1) 
but  use  temporary  increases  in  expenditures  rather  than  tax  reductions  to 
generate  deficits.  There  are  two  kinds  of  expenditures  they  could  make: 
they  could  purchase  what  are  essentially  consumption-goods  substitutes 
and  distribute  these  to  the  population;  or  they  could  make  capital  invest¬ 
ments  in  longer-term  public  ventures  such  as  roads  or  schools. 

If  governments  choose  the  consumption-goods  route,  and  these  turn 
out  to  be  perfect  substitutes  for  private  consumption,  the  existing  gener¬ 
ation  will  once  again  have  the  option  of  reducing  private  consumption  by  a 
like  amount  and  leaving  future  generations  unaffected  or  taking  advantage 
of  an  intergenerational  transfer  that  leaves  future  generations  worse  off. 
The  aggregate  effects  will  be  the  same  as  both  the  rational  alternative  and 
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pay-as-you-go.  If,  as  seems  likely,  the  governments'  consumption  goods 
are  not  perfect  substitutes  for  private  consumption  goods,  there  will  be  a 
misallocation  of  productive  resources.  In  this  case,  all  generations  are 
worse  off  than  they  would  be  under  the  alternatives. 

Should  governments  decide  to  issue  new  debt  by  increasing  public 
sector  investments,  the  rates  of  return  on  these  investments  will  be  driven 
below  that  in  the  private  sector.  Once  again,  there  will  be  a  misallocation 
of  resources  that  leaves  all  generations  worse  off  than  under  the  rational 
alternative  and  pay-as-you-go. 

The  bottom  line  on  this  analysis  is  straightforward:  a  funded  public 
pension  system  in  which  the  funds  are  invested  exclusively  in  government 
securities  is  an  inferior  alternative  to  pay-as-you-go.  At  the  very  best, 
this  kind  of  funded  system  will  have  the  same  aggregate  effects  on  saving 
incentives  as  pay-as-you-go.  This  will  occur  only  if  governments  are 
rational  in  the  sense  that  they  generate  the  deficits  required  to  meet  the 
fund's  debt  requirements  exclusively  via  general  tax  reductions.  Should 
governments  not  behave  in  this  manner  and  act  instead  to  raise  expendi¬ 
tures,  the  current  and  all  future  generations  are  likely  to  end  up  worse 
off  than  they  would  be  under  a  pay-as-you-go  alternative.  Since  there  is 
no  way  to  guarantee  the  behaviour  of  future  governments,  this  kind  of 
funded  system  should  be  avoided. 

FUNDING  VIA  PRIVATE  SECTOR  INVESTMENTS 

A  funded  pension  plan  can  avoid  generating  a  potential  intergenerational 
transfer  of  wealth  only  if  the  fund  is  free  to  invest  in  the  same  assets  as 
the  private  sector.  To  be  actuarially  fair,  a  public  fund  invested  in 

private  assets  must  yield  the  same  risk-adjusted  rate  of  return  earned  by 

private  investors.  If  the  fund  invests  in  assets  yielding  subnormal 
returns ,  it  will  lower  the  wealth  of  all  generations  and  contribute  to  a 
misallocation  of  productive  resources  by  diverting  capital  from  private 
investments  into  less  desirable  activities.  The  only  acceptable  investment 
criterion  of  a  funded  plan  is  to  earn  as  high  a  risk-adjusted  rate  of  return 
as  is  possible.  Whether  it  is  feasible  for  a  plan  potentially  as  large  as  a 
funded  CPP  to  operate  under  this  criterion  is  investigated  in  this  section. 

It  should  be  noted  that  a  fully  funded  CPP  could  accumulate  a  re¬ 
serve  fund  as  large  as  several  hundred  billion  dollars  by  the  middle  of  the 

next  century.  An  improperly  managed  investment  portfolio  of  such  magni- 
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tude  could  do  irreparable  harm  to  the  economy.  It  is  little  wonder  that 
the  Canadian  business  community  has  repeatedly  expressed  its  concerns 
over  how  the  fund  is  to  be  overseen  should  the  CPP  opt  for  financing  on  a 
funded  basis.11 

There  are  two  issues  to  be  concerned  with  here.  First,  what  persons 
or  groups  are  to  decide  how  the  pension  funds  are  to  be  invested?  Is  it 
possible  to  delegate  the  authority  to  direct  these  funds  in  such  a  way  that 
the  single-investment  criterion  stated  above  is  followed?  Second,  even  if 
this  is  possible,  are  there  any  barriers  in  the  capital  market  that  would 
prevent  the  allocation  of  CPP  funds  from  being  the  same  as  the  allocation 
of  private  investments?  As  an  example  of  the  second  concern,  private 
pension  funds  are  effectively  barred  by  legislation  from  investing  in  public 
corporations  other  than  those  that  have  paid  dividends  for  five  consecutive 
years.  Would  a  funded  CPP  be  similarly  restricted?  If  so,  what  does  this 
imply  about  the  difficulties  of  raising  venture  capital?  I  will  deal  with 
each  of  these  concerns  in  turn. 


Who  will  direct  the  investments  of  a  funded  CPP? 


One  arrangement  that  comes  to  mind  is  for  a  funded  CPP  to  be  modelled 
along  the  lines  of  the  present  QPP.  Since  the  QPP's  inception  in  1966,  its 
assets  have  been  managed  by  the  Caisse  de  Depot  et  Placement  du  Quebec 
with  a  board  of  directors  appointed  by  the  provincial  government.  It  is 
worth  noting  that  the  stated  objectives  of  the  Caisse's  investment  policy 
are  twofold: 

First  of  all  it  [the  investment  policyl  is  essentially  bound  by  the  cri¬ 
teria  of  security  and  return  and  secondly,  its  action  is  directed  towards 
the  support  of  Quebec  economic  development.  For  the  Caisse  these  require¬ 
ments  are  absolutely  compatible.  (Caisse  de  Depot  et  Placement  du  Quebec 
1983,  13) 

While  the  Caisse  may  view  its  second  criterion  as  compatible  with  the 
first,  others  evidently  do  not.  Business  leaders  have  repeatedly  ex¬ 
pressed  fears  that  the  Caisse  may  use  its  sizeable  assets  to  acquire  con¬ 
trolling  interest  in  critical  Quebec-based  industries  -  giving  rise  to  a  sort 
of  'backdoor  socialism'.  The  federal  government  recently  introduced  Bill 
S-31  which  imposes  a  ten  per  cent  limit  to  the  participation  of  certain 
investors,  including  the  Caisse,  in  the  equity  capital  of  certain  corpor¬ 
ations.  This  bill  was  a  thinly  disguised  effort  to  prevent  the  Caisse  from 
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acquiring  a  majority  interest  in  Canadian  Pacific  Limited. 

The  purpose  of  pointing  out  the  Bill  S-31  episode  is  to  illustrate  the 
type  of  conflict  that  can  arise  when  a  large  public-investment  fund  is 
managed  by  a  small  number  of  government-appointed  directors.  There  is 
bound  to  be  suspicion  that  investment  policies  are  aimed  at  satisfying 
political  as  well  as  risk-return  objectives.  This  has  been  amplified  in  the 
case  of  the  QPP  because  of  both  the  stated  investment  criteria  of  the 
Caisse  and  the  political  leanings  of  the  present  Quebec  government. 

Could  a  funded  CPP  that  is  managed  by  government-appointed  direc¬ 
tors  choose  its  investments  using  only  a  risk-return  criteria?  Probably 
not.  It  seems  likely  that  political  objectives  might  sway  investment  policy 
from  time  to  time.  For  example,  it  is  easy  to  imagine  how  a  cyclical  down¬ 
turn  in,  say,  the  construction  industry  would  lead  the  presiding  govern¬ 
ment  to  pressure  the  CPP  to  direct  an  increase  in  investment  funds  to¬ 
wards  the  residential  mortgage  market.  This  would  have  the  effects  of 
subsidizing  mortgage  borrowers  at  the  expense  of  participants  in  the 
public  pension  fund  while  at  the  same  time  encouraging  an  increase  in 
residential  building  activity  at  the  cost  of  reduced  capital  formation  in 
more  profitable  areas.  Even  worse,  the  political  allocation  of  investment 
funds  would  likely  alter  private  investors'  subjective  evaluations  of  the 
risks  associated  with  capital  expenditures.  Private  investors  would  have 
to  factor  into  their  projections  of  the  expected  returns  from  capital  outlays 
the  possibility  of  future  government  intervention  in  capital  markets.12 
This  would  almost  certainly  affect  private  incentives  and  alter  the  distrib¬ 
ution  of  capital  investment,  generating  an  additional  misallocation  of  re¬ 
sources  . 

If  the  CPP  is  to  be  put  on  a  funded  basis,  it  is  important  that  the 
investment  policy  of  the  fund  not  only  be  free  of  political  interference  but 
also  that  this  be  deemed  to  be  the  case  by  the  private  sector.  It  is 
difficult  to  see  how  both  of  these  conditions  could  be  satisfied  by  a  fund 
managed  by  a  government-appointed  board  of  directors.  The  government 
in  power  at  the  time  such  an  arrangement  is  first  established  may  sincerely 
assure  the  public  of  the  board's  independence.  However,  no  elected 
government  can  guarantee  that  future  governments  will  behave  in  the  same 
way.  Private  investors  would  be  totally  justified  in  viewing  this  kind  of  a 
funded  CPP  with  suspicion. 

What  kind  of  management  scheme  is  likely  to  be  acceptable  to  private 
business  interests?  The  answer:  some  kind  of  arrangement  that  allows 
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the  fund's  investment  decisions  to  be  made  by  a  number  of  economic  agents 
operating  in  the  private  sector,  provided  the  numbers  are  large  enough  to 
forestall  the  threat  of  political  intervention.  An  arrangement  that  might 
prove  acceptable  would  be  to  allow  the  CPP's  investment  funds  to  be 
managed  by  some  of  the  many  private-sector  employers  who  already  collect 
contributions  on  the  CPP's  behalf. 

A  proposal  for  a  funded  CPP 

More  specifically,  there  presently  exist  some  tens  of  thousands  of 
employer-sponsored,  privately  funded  pension  plans.  Investments  under¬ 
taken  by  these  funds  are  managed  by  the  sponsoring  employer,  by  unions, 
or  by  other  appointed  trustees.  No  one  doubts  that  private  funds  are 
directed  by  the  objective  of  obtaining  the  highest  possible  risk-adjusted 
rate  of  return.  Why  not  entrust  the  investment  of  public  pension  funds  to 
these  same  agents?  One  way  of  doing  this  might  be  to  ask  every  private- 
sector  employer  who  sponsors  a  private  pension  fund  to  invest  some  pro¬ 
portion  of  the  contributions  he  collects  on  behalf  of  the  CPP,  subject  to 
the  restriction  that  CPP  funds  must  be  invested  in  the  same  way  as  his 
private  pension  funds.  For  example,  an  employer  who  himself  manages  the 
investments  of  his  private  pension  fund  would  be  asked  to  invest  the  CPP 
funds  entrusted  to  him  in  the  same  assets.  If,  say,  twenty  per  cent  of 
his  private  pension  fund  is  invested  in  equities,  then  twenty  per  cent  of 
the  CPP  funds  he  manages  would  have  to  be  invested  in  the  same  equities. 
The  same  proportionate  investment  requirements  could  be  imposed  upon 
trustees  and  other  managers  of  private  funds.  Note  that  only  those  CPP 
contributions  in  excess  of  what  is  required  to  finance  the  Plan's  benefit 
payments  would  be  retained  by  employers  for  investment  during  any  year. 

The  advantages  of  such  a  scheme  are  obvious:  it  permits  the  private 
sector  to  control  the  placement  of  CPP  investments  on  a  highly  disaggre¬ 
gated  basis  while  preserving  the  criteria  that  these  investments  seek  the 
best  possible  risk-return  combination.  However,  there  are  also  some 
disadvantages.  First,  the  scheme  only  applies  to  employers  who  sponsor 
funded  private  pension  plans.  What  is  to  be  done  about  CPP  contributions 
collected  from  other  sources?  The  answer  to  this  question  may  not  be  as 
difficult  as  it  appears.  The  CPP  could  continue  to  collect  full  contribu¬ 
tions  from  these  other  sources  as  it  now  does.  It  is  extremely  unlikely 
that  the  total  of  these  collections  would  exceed  the  benefit  obligations  of 
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the  Plan  in  any  one  year.  If  they  do  not,  then  there  is  no  problem. 
Employers  with  private  funded  plans  can  be  asked  to  deliver  to  the  CPP 
that  portion  of  their  annual  contributions  necessary  to  finance  the  over¬ 
hang  between  benefit  payments  and  contributions  from  other  sources  and 
to  invest  the  remainder  on  the  CPP's  behalf. 

A  more  serious  problem  with  the  scheme  could  occur  if  total  benefit 
payments  exceed  total  contributions  during  a  year.  This  is  a  possibility 
that  cannot  be  ruled  out  with  a  funded  plan.  Benefits  will  exceed  contri¬ 
butions  on  an  annual  basis  in  a  mature,  fully  funded  pension  plan  when 
the  average  real  rate  of  return  earned  on  the  plan's  assets  exceeds  the 
rate  of  growth  of  real  GNP  (see  the  Appendix).  Should  this  situation 
arise,  employers  who  have  invested  on  the  CPP's  behalf  in  the  past  will 
have  to  pay  out  some  of  the  earnings  on  these  past  investments  to  the 
Plan.  In  the  aggregate,  this  will  pose  no  difficulty  since  the  situation  can 
arise  only  when  the  average  rate  of  return  on  these  investments  is  high. 
However,  it  may  cause  problems  in  individual  cases.  An  employer  whose 
pension  fund  portfolio  has  not  earned  the  market  average  rate  of  return 
will  still  be  liable  to  the  CPP  for  the  funds  entrusted  to  him,  and  the 
actuarial  value  of  this  liability  must  be  based  on  the  market  rate  of 
return.  A  poor  investment  performance  could  increase  the  likelihood  of 
bankruptcy.  Shareholders  will  recognize  this  from  the  start;  hence,  the 
implementation  of  the  scheme  outlined  here  will  cause  an  increase  in  the 
perceived  risks  of  firms  that  have  privately  funded  plans. 

If  not  compensated  for  in  some  way,  an  increase  in  the  perceived  risk 
of  bankruptcy  of  a  firm  will  lower  the  market's  valuation  of  it.  This  is  a 
major  drawback  of  the  scheme,  and  the  only  way  to  prevent  a  decline  in 
the  market  values  of  participating  firms  from  occurring  would  be  for  the 
CPP  to  compensate  them.  The  payment  of  an  appropriate  'management  fee' 
would  accomplish  this.  Fees  currently  charged  by  trustees  of  private 
pension  funds  could  serve  as  a  guide  as  to  what  would  be  appropriate  in 
this  regard.  Note  that  the  ultimate  costs  of  such  fees  would  be  borne  by 
the  participants  in  the  public  pension  plan  via  contributions.13 

Can  capital  markets  cope  with  a  funded  CPP? 

The  scheme  described  here,  or  some  variant  of  it,  might  satisfy  private 
investors  that  a  funded  CPP  would  follow  an  acceptable  investment  cri¬ 
terion.  The  entrustment  of  CPP  investment  funds  to  myriad  private  pen- 
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sion  funds  should  work  to  ensure  that  risk-return  considerations  remain 
the  paramount  investment  incentive.  However,  there  may  still  be  problems 
in  capital  markets.  Private  pension  funds  operate  under  different  and 
more  rigid  institutional  restrictions  than  do  individual  investors.  Remem¬ 
ber  that  a  funded  CPP  would  transform  a  considerable  amount  of  private 
saving  into  public  saving.  Will  the  restrictions  faced  by  pension  funds 
lead  this  transformation  of  saving  to  a  different  allocation  of  investment  via 
capital  markets? 

One  area  where  there  might  be  a  difference  is  in  the  relative  prefer¬ 
ences  for  debt  versus  equity  investments .  In  comparison  with  taxable 
individual  investors,  pension  funds  tend  to  invest  proportionately  more  in 
fixed-income  assets  and  proportionately  less  in  equities.  This  makes  good 
economic  sense,  particularly  in  times  of  rapid  price  inflation.  Subject  to 
risk  considerations,  individual  investors  prefer  equities  because  of  the 
favourable  tax  treatment  of  capital  gains  and  the  tax  credits  associated 
with  dividends.  Fixed-income  securities  are  less  desirable  because  the 
taxation  of  nominal-interest  earnings  represents  a  de  facto  inflation  tax. 
Because  of  their  tax-exempt  status,  pension  funds  have  the  reverse  incen¬ 
tives.  They  are  not  eligible  for  dividend  tax  credits  but  also  are  not 
subject  to  the  inflation  tax  on  interest  receipts;  hence,  they  prefer  fixed- 
income  securities  to  equities,  holding  risk  constant. 

There  seems  little  reason  to  doubt  that  the  establishment  of  a  funded 
CPP  with  the  funds  managed  by  private  pension  funds  would  lead  to  an 
increase  in  the  demand  for  fixed-income  securities  and  a  decline  in  the 
demand  for  equities  on  the  part  of  Canadian  investors  in  the  aggregate. 
Yet  this  would  probably  have  little  impact  upon  the  market  price  of  either 
kind  of  asset  because  of  the  close  integration  that  exists  between  Canadian 
and  rest-of-world  capital  markets.  Canadians  could  decrease  their  equity 
holdings  and  increase  their  debt  holdings  by  transacting  with  foreign 
investors.  The  price  of  debt  would  not  have  to  rise  by  very  much  nor 
the  price  of  equity  have  to  fall  very  much  to  facilitate  this  transformation, 
if  indeed  the  rates  of  return  on  these  assets  are  determined  in  world 
markets.  Initially  at  least,  the  main  observable  effects  would  be  an  in¬ 
creased  share  of  foreign  ownership  of  Canadian  corporations  matched  by  a 
reduced  Canadian  international-indebtedness  position.  There  are  no  ob¬ 
vious  economic  advantages  or  disadvantages  to  this  result,  though  it  might 
be  viewed  as  politically  undesirable. 

Note  that  the  result  does  not  imply  an  increased  debt-equity  ratio  for 
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domestic  corporations .  There  is  nothing  about  the  funding  of  the  CPP 
that  would  lead  a  domestic  corporation  to  want  to  change  its  financial 
structure.  The  effects  described  here  apply  only  to  portfolio  investments. 

Current  legislation  effectively  bars  a  pension  fund  from  investing 
more  than  ten  per  cent  of  its  assets  in  foreign  assets.14  This  might  cause 
a  problem  in  the  longer  run  under  a  funded  CPP.  The  problem  could 
arise  if  the  aggregate  demand  for  fixed-income  assets  under  a  funded  plan 
grows  to  be  in  excess  of  the  total  volume  of  debt  issued  by  Canadian 
businesses  and  governments.  In  that  event,  Canadian  investors  will  buy 
up  all  Canadian  debt  that  is  presently  foreign-owned  and  still  be  unsati¬ 
ated.  This  situation  would  force  Canadian  interest  rates  below  those  in 
the  rest-of-world.  Given  Canada's  historical  position  as  a  rather  large 
international  debtor,  such  an  occurrence  seems  remote. 

Another  possible  problem  with  the  ten  per  cent  foreign  investment 
limitation  could  arise  if  Canadian  institutional  saving  -  via  both  public  and 
private  pension  funds  -  grows  more  rapidly  than  total  Canadian  invest¬ 
ment.  In  this  case,  all  Canadian  assets  become  in  artificially  short  sup¬ 
ply,  leading  to  an  over-investment  in  Canadian  industry.  The  chances  of 
this  also  seem  remote.  Nonetheless,  one  of  the  recommendations  of  this 
study  is  that  the  present  limitation  on  pension  funds'  ownership  of  foreign 
assets  be  eliminated  or  at  least  made  more  generous. 

Another  potential  capital  market  problem  associated  with  a  funded  CPP 
is  the  present  legislation  prohibiting  pension  plans  from  investing  in  the 
equity  of  public  corporations  that  have  not  paid  dividends  for  at  least  five 
consecutive  years .  In  efficiently  functioning  capital  markets  of  the  sort 
that  appear  to  prevail,  such  a  limitation  has  no  real  economic  implications. 
Newly  formed  corporations  will  simply  raise  equity  funds  from  non-pension 
sources.  Yet  this  will  mean  that  new  corporations  in  the  future  will  be 
increasingly  foreign-owned  if  the  CPP  is  financed  on  a  funded  basis. 
Once  again,  this  may  be  politically  undesirable,  even  if  it  is  not  economic¬ 
ally  harmful.  A  discontinuation  of  the  dividend-payment  restriction  on 
pension  fund  investments  is  also  recommended. 

The  final  problem  posed  by  a  funded  CPP  has  to  do  with  corporation 
management.  Even  if  fixed-income  assets  are  preferred,  a  funded  CPP  will 
invest  in  equities  and  the  population  at  large  will  become  de  facto  share¬ 
holders  of  many  corporations.  Who  will  represent  these  shareholders  in 
the  management  of  corporations?  Should  CPP  funds  be  prevented  (as  the 
Caisse  has  been)  from  acquiring  majority  interest  in  firms?  These  thorny 


316 


questions  raise  issues  that  lie  well  beyond  the  scope  of  this  study.  How¬ 
ever,  it  is  worthy  of  note  that  the  scheme  outlined  earlier  in  this  section 
may  provide  some  answers.  If  CPP  funds  are  managed  by  the  directors  of 
private  pension  funds  who  are  liable  to  the  Plan  only  for  the  average  rate 
of  return,  then  these  managers  will  have  incentives  to  obtain  the  best 
risk-return  combination  possible.  There  is  nothing  inconsistent  with 
allowing  these  same  economic  agents  to  act  as  owners  of  the  assets  associ¬ 
ated  with  CPP  funds.  If  an  employer-based  private  pension  fund  is  used 
to  take  majority  control  of  some  enterprise,  then  the  shareholders  liable 
for  that  fund  must  deem  it  in  their  interest  to  do  so.  There  is  nothing 
a  priori  wrong  with  allowing  those  same  shareholders  to  use  funds  en¬ 
trusted  to  them  by  the  CPP  in  the  same  way.  After  all,  these  share¬ 
holders  must  suffer  the  consequences  of  a  poor  investment  outcome.  It  is 
in  the  interests  of  economic  efficiency  that  they  also  share  in  the  fortunes 
of  a  favourable  outcome. 

SUMMARY 

This  study  has  investigated  some  of  the  implications  of  pay-as-you-go 
financing  versus  full  or  partial  funding  of  public  pensions  with  particular 
reference  to  the  financing  choice  that  will  soon  have  to  be  made  by  the 
CPP.  The  issues  examined  apply  equally  to  the  future  QPP. 

A  review  of  the  existing  literature  has  shown  that  the  only  serious 
reservation  over  pay-as-you-go  is  the  possibility  that  this  type  of  finan¬ 
cing  may  undermine  private  saving  incentives  if  certain  behavioural  traits 
prevail.  More  specifically,  pay-as-you-go  will  have  adverse  effects  on 
private  saving  only  if  economic  agents  do  not  wish  to  leave  bequests  to 
their  heirs.  Existing  empirical  evidence  bearing  on  this  issue  is  unclear. 
Numerous  studies  utilizing  data  on  the  U.S.  pay-as-you-go  Social  Security 
System  claim  to  have  empirically  identified  a  decline  in  U.S.  personal 
saving  as  a  result  of  this  pension  system.  Other  studies  utilizing  these 
data  claim  to  have  empirically  identified  no  saving  effects.  The  issue 
remains  unresolved.  The  implication  of  this  is  that  the  adoption  of  pay- 
as-you-go  financing  by  the  CPP  would  subject  the  Canadian  economy  to 
some  risk  of  a  decline  in  total  domestic  saving. 

In  my  view  this  risk  is  slight.  Even  if  pay-as-you-go  does  cause  a 
reduction  in  domestic  saving  -  and  this  is  far  from  certain  -  the  openness 
of  the  Canadian  economy  is  such  that  foreign  saving  would  rise  by  an  off- 
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setting  amount,  leaving  total  gross  investment  unaffected.  A  reduction  in 
domestic  saving  in  an  open  economy  does  not  alter  investment,  but  does 
lower  the  future  incomes  of  domestic  residents  and  is  accompanied  by  an 
increase  in  the  proportion  of  domestic  assets  owned  by  nonresidents.  The 
first  of  these  effects  is  welfare  reducing  on  future  generations  and  should 
be  avoided,  if  possible,  by  an  appropriate  choice  of  financing  public 
pensions . 

Fully  or  partially  funding  the  future  CPP  is  the  only  alternative  to 
pay-as-you-go.  The  conventional  wisdom  is  that  a  funded  plan  will  be 
neutral  in  its  domestic  saving  impacts,  provided  the  plan  is  actuarially 
fair.  Closer  examination  of  this  proposition  in  this  paper  has  revealed 
that  the  conventional  wisdom  is  not  guite  correct.  An  actuarially  fair, 
funded  pension  plan  will  have  a  null  effect  on  saving  if  and  only  if  the 
pension  fund  is  invested  in  the  same  private-sector  assets  that  individual 
savers  would  hold  in  its  absence.  If,  alternatively,  the  public  pension 
fund  is  invested  exclusively  in  government  securities  -  as  has  been  the 
case  with  the  CPP  reserve  fund  up  until  now  -  a  fully  funded  plan  is 
shown  to  be  equivalent  to  a  pay-as-you-go  system  with  regard  to  its 
effects  on  domestic  saving.  Furthermore,  this  kind  of  public  pension  fund 
is  shown  to  lead  to  a  misallocation  of  domestic  resources  unless  govern¬ 
ments  exercise  extreme  rationality  and  supply  the  fund  with  debt  only 
through  tax  reductions.  If  the  choice  is  between  pay-as-you-go  and 
funding  exclusively  via  government  debt,  the  former  financing  option 
clearly  dominates.  A  funded  CPP  that  invests  exclusively  in  government 
debt  should  be  avoided. 

The  only  economically  acceptable  form  of  a  funded  CPP  is  one  in 
which  the  funds  are  invested  in  private-sector  assets  under  the  following 
conditions : 

1  The  only  investment  criteria  should  be  maximization  of  the  risk-adjus¬ 
ted  rate  of  return. 

2  The  investment  policy  must  be  free  of  political  interference  and  be 
deemed  to  be  so  by  agents  in  the  private  sector. 

If  these  conditions  are  satisfied  and  the  fund  is  actuarially  fair,  then 
financing  the  CPP  via  funding  will  have  null  effects  on  domestic  saving. 
It  is  argued  in  in  the  preceding  section  that  a  funded  CPP  managed  by  a 
government-appointed  board  of  directors  can  never  satisfy  condition  (2). 
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This  kind  of  a  funded  CPP  is  also  inferior  to  a  pay-as-you-go  alternative. 

A  fund-management  scheme  that  would  satisfy  the  necessary  condi¬ 
tions  is  proposed  in  the  paper.  Essentially  this  scheme  calls  for  the 
present  managers  of  private  pension  funds  to  undertake  investments  on 
behalf  of  a  funded  CPP.  These  managers  would  be  liable  to  the  CPP  for 
the  market  rate  of  return  on  public  pension  funds  entrusted  to  them.  In 
turn,  they  would  receive  a  management  fee  sufficient  to  compensate  them 
for  the  risks  inherent  in  this  arrangement.  The  basic  advantage  of  the 
scheme  is  that  it  would  delegate  responsibility  for  investing  public  pension 
funds  to  a  large  number  of  agents  in  the  private  sector.  These  agents 
would  have  the  proper  incentives  to  invest  these  funds  in  a  manner  con¬ 
sistent  with  their  own  self-interests. 

The  final  issue  examined  in  the  study  is  whether  implementation  of  a 
funding  scheme  of  the  sort  proposed  would  encounter  problems  in  capital 
markets.  Funding  the  CPP  would  transfer  a  large  portion  of  future  pri¬ 
vate  saving  into  the  public  pension  investment  fund  with  a  subsequent 
increase  in  the  demand  for  fixed-income  securities  relative  to  equities.  It 
is  argued  that  the  Canadian  capital  market  would  be  able  to  accommodate 
this  transfer  with  little  difficulty  via  its  links  with  world  capital  markets. 
The  only  observable  effects  would  be  reduction  in  Canada's  international 
indebtedness  matched  by  an  increase  in  foreign  ownership  of  Canadian 
equities.  To  facilitate  this  rearrangement  of  assets,  it  is  argued  that  the 
present  restrictions  applicable  to  pension  funds'  holdings  of  equities  and 
foreign  assets  be  abandoned. 

With  regard  to  the  sensitive  issue  of  public  pension  funds  acquiring 
majority  interest  positions  in  the  equity  of  corporations,  the  scheme  pro¬ 
posed  in  the  paper  offers  a  simple  solution:  allow  the  private  managers  of 
CPP  funds  to  acquire  whatever  equity  positions  they  desire.  Since  these 
managers  are  liable  to  the  CPP  for  the  market  rate  of  return,  it  is  in  the 
best  interest  of  all  parties  that  they  be  permitted  to  behave  as  owners  of 
these  funds.  The  situation  is  analogous  to  the  position  of  the  equity 
holders  of  a  levered  corporation. 

APPENDIX 

Consider  the  establishment  of  a  fully  funded  public  pension  plan  at 
time  t  =  0.  The  pension  funds  are  to  be  invested  exclusively  in  govern¬ 
ment  debt  that  pays  a  real  rate  of  interest,  r,  which  is  equal  to  the  rate 
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in  the  private  sector.  The  pension  plan  is  actuarially  fair. 

Let  denote  the  average  real  wage  rate  at  time  t.  Employer  and 
employee  contributions  to  the  pension  plan  accrue  at  the  contribution  rate, 
i,  multiplied  by  w^.  Let  denote  the  real  value  of  aggregate  contribu¬ 
tions  at  date  t  and  P  denote  the  real  value  of  aggregate  pension  benefits 
paid  out  at  the  same  point  in  time.  The  size  of  the  pension  fund  (in  real 
terms)  at  time  t  is  denoted  by  F^.  The  dynamic  behaviour  of  is  de¬ 
scribed  by 


L  =  ct  -  L  +  rFt 


(Al) 


Suppose  the  pension  fund  is  phased  in  and  contributions  at  full  rates 
begin  at  time  t  =  0.  After  retirement,  contributors  are  eligible  to  receive 
pensions  equal  to  the  actuarial  value  of  their  past  contributions  com¬ 
pounded  at  the  rate  r.  The  fund  begins  with  F0  =  0  and  contributions 
initially  well  in  excess  of  pension  benefits.  Let  t  =  z  denote  the  point  in 
time  at  which  the  youngest  initial  contributor  to  the  plan  retires.  The 
fund  reaches  maturity  at  t  =  z.  Labour  force  and  real  wages  are  assumed 
to  grow  at  constant  rates  from  time  t  =  0  onward.  The  rate  of  growth  of 
Ft  is  positive  and  constant  for  t  >  z.  The  rate  of  growth  of  F^  is  more 
rapid  for  t  <  z. 

For  purposes  of  comparison,  consider  what  a  pay-as-you-go  pension 

plan  that  offers  the  same  level  of  benefits  after  maturity  would  look  like. 
* 

Let  P  denote  the  pay-as-you-go  real  benefits  and  suppose  this  plan  is 
also  put  into  effect  at  time  t  =  0.  Then, 


* 

pt  >  pt 


* 

P  =  P 
t  t 


for  t  <  z  , 
for  t  >  z  . 


(A2) 

(A3) 


•T-  'T' 

Let  i  and  denote  the  pay-as-you-go  contribution  rate  and  aggre¬ 
gate  real  contributions  respectively.  Note  that  under  pay-as-you-go  there 
is  no  fund  and 


*  * 
ct  =  pt 


for  all  t  >  0 


(A4) 


Let  r  denote  the  implicit  real  rate  of  return  in  the  pay-as-you-go 
system  for  individuals  who  make  contributions  over  the  entire  span  of  their 
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* 

working  lives.  That  is,  r  is  the  real  rate  of  discount  that  equates  the 
present  discounted  values  of  contributions  and  benefits  for  an  individual 
who  begins  his  working  life  after  time  t  =  o.15 

Three  possibilities,  or  cases,  exist  with  regard  to  the  two  alternative 
financing  systems: 

*  * 

Case  A  r  =  r,  which  implies  t  =  t  and 

Ct  =  C^.  for  all  t  . 

*  * 

Case  B  r  <  r,  which  implies  x  >  i  and 

C  >  Ct  for  all  t  . 

*  * 

Case  C  r  >  r,  which  implies  x  <  x  and 

Ct  <  Ct  for  all  t  . 

Intuitively,  it  is  not  clear  which  case  is  most  likely  in  the  real  world. 
We  will  examine  all  three  below. 

Consider  Case  A.  If  this  prevails,  it  is  clear  that  C^  and  Pt  will  be 
equal  for  the  funded  plan  once  the  fund  reaches  maturity.  For  values  of  t 
beyond  maturity  the  growth  of  the  fund  as  given  in  equation  (Al)  reduces 
simply  to 

=  rFt  ,  for  t  >  z  .  (A5) 

A  simple  way  for  the  government  to  generate  the  amount  of  new  debt 
required  by  the  funded  plan  is  to  temporarily  reduce  taxes  during  the 
immature  phase  of  the  plan  and  issue  new  debt  at  the  rate  F  for  t  <  z. 
Upon  plan  maturity,  the  government  will  have  issued  a  cumulative  quan¬ 
tity,  F  ,  of  new  debt.  At  this  point  in  time  the  government  can  restore 
taxes  to  their  original  levels.  Government  deficits  beyond  maturity  will 
then  be  equal  to  the  interest  costs  of  an  outstanding  debt;  i.e.,  deficits 
will  equal  rF^  for  t  >  z.  The  government  can  finance  these  deficits  by 
issuing  new  debt  at  the  rate  rF^  and  this  will  exactly  meet  the  require¬ 
ments  of  the  fund  as  depicted  in  equation  (A5). 

If  this  method  is  adopted,  generations  living  beyond  time  t  =  z  will 
face  the  same  taxes  and  the  same  values  for  i  under  the  funded  system  as 
under  the  pay-as-you-go  alternative.  Clearly,  the  two  systems  are  iden¬ 
tical  for  these  future  generations.  But  what  of  the  generations  prior  to 
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maturity  of  the  funded  plan?  They  too  will  face  identical  situations,  at 
least  in  the  aggregate. 

Look  at  what  happens  at  time  t  =  0.  Under  a  pay-as-you-go  system, 

* 

retirees  at  this  date  receive  an  aggregate  windfall  of  P0  which  they  can 
consume  or  pass  on  as  bequests.  Under  the  funded  alternative,  P0  is 
equal  to  zero  but  taxes  are  reduced  by  an  amount  equal  to  C0  so  that  the 
government  deficit  will  equal  the  new  debt  needs  of  the  fund  via  equation 
(Al). 

* 

Under  Case  A,  C0  is  exactly  equal  in  magnitude  to  P0  ;  hence,  the 
generation  alive  at  time  t  =  0  in  the  funded  system  receives  exactly  the 
same  aggregate  windfall  as  do  the  retirees  under  a  pay-as-you-go  system. 
In  the  funded  case  the  windfall  is  distributed  across  all  taxpayers.  Its 
incidence  differs  from  pay-as-you-go  but  its  aggregate  size  is  the  same. 
One  would  expect  the  aggregate  consumption-saving  responses  to  be  iden¬ 
tical  in  the  two  alternatives. 

At  time  t  =  1,  retirees  under  a  pay-as-you-go  system  will  receive  a 
* 

windfall  of  size  Px  minus  the  actuarial  value  of  past  contributions  (cumu- 

* 

lated  at  interest  rate  r  )  made  by  persons  newly  retired  since  time  t  =  0. 
Under  the  funded  system  the  government  must  run  a  deficit  of  size 
(C]_  -  P1  -  rFj.)  at  time  t  =  1.  The  portion  rFi  of  this  will  accrue  auto¬ 
matically  as  the  result  of  earlier  debt  issues ;  hence  taxes  at  time  t  =  1  will 
have  to  be  reduced  by  the  amount  (Cx  -  Px)  relative  to  the  pay-as-you-go 
level  of  taxes.  Under  the  funded  plan,  Px  represents  the  actuarial  value 

of  earlier  contributions  (cumulated  at  the  rate  r)  made  by  persons  newly 

*  * 

retired  at  date  t  =  1 .  Since  Cx  =  Pi  and  r  =  r  under  case  A,  the 
aggregate  tax  reduction  for  the  funded  plan  at  time  t  =  1  is  equal  in 
magnitude  to  the  windfall  under  pay-as-you-go. 

By  similar  reasoning,  the  windfall  redistributions  associated  with  the 
two  systems  can  be  shown  to  be  identical  for  all  values  of  t  up  to  time 
t  =  z  when  they  cease  in  both  systems.  This  proves  that  pay-as-you-go 
and  funding  with  the  fund  invested  in  government  debt  are  equivalent  in 
their  aggregate  consumption-saving  effects  under  Case  A. 

Now  consider  Case  B.  After  maturity  the  funded  system  will  have 
Pt  >  C^  and  the  pension  fund  will  have  to  use  part  of  its  interest  earnings 
to  make  up  the  excess  of  benefit  payments  over  inflows  of  contributions. 
So  long  as  the  labour  force  and/or  the  real  wage  are  growing  through 
time,  the  size  of  the  fund  will  also  continue  to  grow  but  by  less  than  the 
amount  rF^.  If  the  government  has  issued  a  cumulative  total  of  new  debt 
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equal  to  F  ,  its  additional  interest  costs  will  exceed  the  amount  of  the 

deficit  necessary  to  supply  the  fund  by  the  difference  (P^  -  C^).  The 

government  will  have  to  raise  taxes  by  this  amount.  Note  that  since  P 

for  a  mature  funded  system  is  equal  to  C*  for  a  pay-as-you-go  system, 

taxes  must  be  increased  by  the  amount  (C*  -  C  ).  This  is  equivalent  to 

raising  the  tax  rate  levied  on  wage  income  by  an  amount  equivalent  to 
* 

(i  -  i).  Individuals  facing  a  mature  funded  plan  under  Case  B  make 
lower  pension  contributions  but  pay  correspondingly  higher  taxes  than 
individuals  under  a  pay-as-you-go  system.  The  difference  in  contributions 
is  exactly  offset  by  the  tax  difference  in  the  aggregate.  The  two  finan¬ 
cing  systems  are  therefore  identical  after  maturity.  Another  way  of 

stating  this  is  to  say  that  the  after-tax  real  return  earned  by  participants 

* 

in  the  funded  system  is  equal  to  r  . 

Prior  to  maturity,  the  government  deficit  requirements  imposed  by  the 
pension  fund  are  greater  than  after  retirement.  The  tax  increases  appro¬ 
priate  after  maturity  are  too  large  prior  to  that  time  to  allow  the  requisite 
deficits.  Generations  living  prior  to  maturity  will  face  temporarily  lower 
tax  rates  than  future  generations.  This  will  offer  them  the  option  of 
making  intergenera tional  transfers  in  their  favour.  A  repeat  of  the  exer¬ 
cise  done  for  time  t  =  0  under  Case  A  will  reveal  that  under  the  funded 

plan  individuals  will  make  a  total  of  contributions  and  tax  payments  smaller 
*  * 

than  C0  by  an  amount  exactly  equal  to  P0  .  In  other  words,  the  aggre¬ 
gate  subsidy  to  taxpayers  at  date  zero  is  precisely  equal  to  the  windfall 
under  pay-as-you-go.  The  same  result  obtains  for  all  values  of  t  up  to 
maturity.  The  two  financing  systems  also  have  identical  impacts  upon  all 
generations  under  Case  B. 

Finally,  the  situation  described  by  Case  C  will  require  a  permanent 

* 

tax  reduction  equal  to  (C^  -  C  )  after  the  plan  reaches  maturity.  This 

will  ensure  that  the  funded  plan  yields  an  internal  rate  of  return  equal  to 
* 

r  after  taxes  for  all  participants  after  maturity.  Prior  to  maturity, 

* 

temporary  tax  reductions  larger  than  (C^  -  C  )  will  be  required. 

Analysis  of  the  magnitudes  reveals  that  the  funded  plan  is  once  again 
equivalent  to  pay-as-you-go  in  terms  of  its  aggregate  intergenerational 
transfers  at  all  points  in  time. 

Addendum 


With  a  funded  plan  of  the  sort  analysed  here,  the  government  may  defer 
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the  benefits  of  the  inherent  intergenerational  transfer  of  wealth  to  some 
near-term  future  generations  by  at  first  allowing  a  newly-established 
pension  fund  to  purchase  previously  existing  government  debt.  Temporary 
tax  reductions  need  not  be  initiated  until  the  fund  has  bought  up  some  or 
all  of  this  old  debt.  Sooner  or  later,  the  old  debt  will  be  insufficient  to 
satisfy  the  fund  so  these  temporary  tax  reductions  must  ultimately  occur. 
If  this  occurs  at  time  t  =  n ,  then  the  funded  plan  will  be  equivalent  in  its 
aggregate  saving  effects  to  a  pay-as-you-go  plan  initiated  at  time  t  =  n. 


NOTES 


1  The  self-employed  contribute  at  a  rate  of  3.6  per  cent  of  earnings  up 
to  the  specified  maximum. 

2  Uncertainty  over  the  date  at  which  the  reserve  fund  will  decline  to 
zero  is  due  to  a  number  of  factors.  Neither  future  population  nor 
economic  conditions  can  be  predicted  with  certainty.  In  addition,  it 
is  not  now  clear  whether  current  provincial  debt  obligations  to  the 
CPP  will  be  collected  or  'forgiven'.  For  a  detailed  account  of  these 
and  other  issues,  see  the  National  Council  of  Welfare  (1982). 

3  There  are  some  additional  arguments  against  pay-as-you-go,  most  pro¬ 
minently  the  charge  leveled  originally  by  Feldstein  (1974)  that  this 
type  of  financing  may  encourage  early  retirement,  at  least  as  it  is 
embodied  in  the  U.S.  Social  Security  System.  For  a  counter-opinion, 
see  the  extensive  paper  by  Alan  Blinder  (1982)  and  the  references 
contained  therein. 

4  An  individual  is  said  not  to  be  liquidity-constrained  if  he  can  borrow 
at  will  against  future  sources  of  income,  subject  only  to  the  restric¬ 
tion  that  total  borrowings  not  exceed  the  present  discounted  value  of 
future  income.  An  unconstrained  individual  will  be  able  to  allocate 
consumption  expenditures  over  his  lifetime  in  any  manner  he  chooses, 
subject  to  the  restriction  that  the  present  discounted  value  of  life¬ 
time  consumption  not  exceed  the  present  discounted  value  of  lifetime 
income . 

5  It  is  assumed  here  that  the  rate  of  return  implicit  in  contributing  C 
dollars  a  year  during  one's  working  years  in  exchange  for  pension 
benefits  of  P  dollars  a  year  during  retirement  is  equivalent  to  the 
market  rate  of  interest  on  private  assets.  In  actual  fact,  the  impli¬ 
cit  real  rate  of  return  from  a  pay-as-you-go  pension  system  is  approx¬ 
imately  equal  to  the  rate  of  growth  in  real  GNP  for  the  economy  as  a 
whole.  For  Canada  real  GNP  growth  rates  and  real  interest  rates  are 
of  roughly  similar  magnitudes. 

6  Survivor’s  benefits  are  ignored  in  this  computation. 

7  In  truth,  comparison  of  these  two  rates  of  return  is  more  complex  than 
described  in  the  simplified  illustration  in  the  text.  As  presently 
structured,  the  CPP  (and  the  QPP)  provides  pensioners  with  an  asset 
that  is  indexed  to  price  inflation,  at  least  after  retirement.  No 
indexed  assets  are  available  in  the  private  market.  It  is,  therefore, 
not  quite  accurate  to  say  that  a  fully  funded  CPP  will  be  actuarially 
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fair  if  and  only  if  the  fund  earns  a  real  rate  of  return  equal  to  that 
in  the  private  market.  The  correct  way  to  state  this  is  to  define 
actuarial  fairness  as  the  condition  which  describes  a  situation  where 
individuals  are  indifferent  between  saving  via  the  CPP  and  saving  via 
private  market  investments.  For  the  purposes  of  this  study,  however, 
I  will  continue  to  use  the  concept  of  actuarial  fairness  as  defined  in 
the  text. 

8  The  same  is  not  true  of  the  QPP  fund  which  has  been  channelled  into 
Quebec-based  private  investments.  More  on  this  later. 

9  In  the  long-run,  this  growth  rate  will  equal  the  rate  of  growth  of 
real  GNP. 

10  In  fact,  the  fund  will  grow  at  the  rate  of  growth  of  real  GNP  after 
the  system  matures. 

11  For  one  expression  of  these  concerns,  see  the  submission  of  the 
Toronto  Stock  Exchange  to  the  Ontario  Royal  Commission  on  the  Status 
of  Pensions  (1978). 

12  Foreign  investors  would  likely  be  particularly  sensitive  to  this  kind 
of  risk. 

13  This  would  not  destroy  the  actuarial  fairness  of  the  system,  inasmuch 
as  the  fees  would  effectively  represent  an  insurance-premium  payment 
for  a  future  pension  benefit  that  is  less  risky  than  is  obtainable  via 
purely  private  saving. 

14  Foreign  assets  in  excess  of  10  per  cent  of  a  fund's  portfolio  are 
subject  to  a  tax  of  1.5  per  cent  per  month. 

15  For  an  individual  who  works  for  35  years  and  expects  to  live  for  15. 
years  after  retirement,  r*  will  approximately  equal  the  sum  of  labour- 
force  growth  and  real  wage  growth.  This  sum  will  also  equal  the  rate 
of  real  GNP  growth  in  the  economy. 
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Indexed  Bonds  as  an  Instrument  of 
Pension  Reform 

John  Bossons 


Over  the  past  twenty  years,  the  Consumer  Price  Index  (CPI)  has  in¬ 
creased  by  a  factor  slightly  exceeding  3.5.  As  a  result,  a  worker  who 
retired  in  1963  on  a  pension  fixed  in  nominal  terms  and  not  adjusted  in  the 
interim  has  experienced  a  72  per  cent  decline  in  the  real  value  of  his 
pension.  With  many  forecasters  projecting  that  the  CPI  will  double  over 
the  next  decade  (an  average  inflation  rate  of  7.1  per  cent),  it  is  likely 
that  the  pensioner's  widow  will  be  almost  entirely  dependent  on  government 
assistance  to  the  elderly  by  1993,  since  the  real  value  of  her  survivor 
benefits  will  have  shrunk  by  then  to  less  than  one-seventh  of  her  hus¬ 
band's  pension  at  retirement. 

Given  the  normal  age  differential  between  husband  and  wife  and  the 
longer  life  expectancy  of  women,  it  is  hardly  surprising  that  the  non¬ 
indexation  of  private  pension  benefits  has  contributed  to  the  incidence  of 
poverty  among  elderly  single  women.  It  has  also  contributed  to  the  in¬ 
creasing  importance  of  government  assistance  as  an  income  source  for  the 
elderly.  The  risk  of  inflation-induced  poverty  has  become  one  of  the 
important  concerns  underlying  the  pressure  for  pension  reform. 

The  purpose  of  this  paper  is  to  evaluate  the  desirability  and  feasibil¬ 
ity  of  indexing  private  pension  benefits  after  retirement,  taking  the  costs 
of  indexation  into  account  as  well  as  its  benefits.  The  basic  conclusions  of 
this  paper  are  that  indexing  post-retirement  pension  benefits  is  both 
desirable  and  feasible,  provided  that  the  government  undertakes  actions 
designed  to  facilitate  the  creation  of  markets  in  indexed  government  bonds 
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Courchene ,  Doug  Purvis,  Mike  Wolf son,  and  other  OEC  conference  participants 
for  their  comments  on  the  version  of  this  paper  that  was  presented  to  the 
conference . 
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and  other  indexed  long-term  financial  instruments.  The  paper  includes 
several  proposed  initiatives  to  this  end,  as  well  as  some  proposals  con¬ 
cerning  the  design  of  indexed  pensions. 

This  paper  is  divided  into  three  parts.  The  first  analyses  the  issues 
that  arise  in  evaluating  the  magnitude  of  the  benefits  to  be  derived  from 
pension  indexation.  The  second  describes  the  efficiency  gains  that  may  be 
achieved  through  creating  markets  in  indexed  debt  instruments  in  order  to 
lower  the  costs  to  pension  sponsors  of  providing  indexed  pension  benefits. 
It  also  describes  the  effect  of  pension  design  (in  particular  the  choice  of 
tilt)  upon  pension  costs  and  summarizes  the  implications  of  being  able  to 
invest  in  indexed  bonds  for  the  implementation  of  indexed  pensions.  The 
third  section  describes  the  feasibility  of  creating  the  markets  in  indexed 
bonds  that  would  be  required  in  order  to  obtain  the  potential  efficiency 
gains  described  earlier. 

The  efficiency  gains  that  may  be  obtained  from  the  introduction  of 
markets  in  indexed  debt  instruments  are  considerable.  Without  markets  in 
indexed  bonds,  the  costs  to  employers  of  indexing  post-retirement  pension 
benefits  are  substantially  higher.  The  additional  costs  would  be  incurred 
depending  on  the  investment  strategy  of  the  pension  sponsor,  in  any  one 
of  the  following  ways:  through  lower  expected  real  yields  on  investment 
portfolios  that  immunize  pension  sponsors  from  the  risk  of  unanticipated 
increases  in  inflation;  through  higher  exposure  to  this  risk  and  so  to  the 
risk  of  having  to  make  additional  contributions  to  pension  funds  to  offset 
unexpected  deficiencies;  or  through  higher  costs  of  purchasing  indexed 
annuities  on  which  the  exposure  to  investment  risk  is  subcontracted  to 
insurance  companies. 

The  relatively  high  cost  of  indexing  private  pensions  without  creating 
markets  in  indexed  long-term  bonds  adds  an  additional  dimension  of  com¬ 
plexity  to  the  political  economy  of  pension  reform.  Without  markets  in 
indexed  bonds,  the  costs  of  requiring  private  pensions  to  be  indexed  are 
probably  unacceptably  high.  If  this  is  indeed  the  case,  the  political 
demands  for  protecting  retired  workers  from  the  effects  of  unanticipated 
inflation  will  result  in  increased  political  pressure  to  expand  the  already- 
indexed  Canada  Pension  Plan  (CPP),  thus  enhancing  the  importance  of  the 
future  problems  built  into  the  CPP  by  its  severe  underfunding.  The 
efficiency  benefits  of  achieving  pension  indexation  within  the  private  sector 
provide  a  strong  argument  for  creating  indexed  bonds.  On  the  other 
hand,  the  introduction  of  indexed  bonds  will  be  seen  as  undesirable  both 
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by  those  who  fear  government-induced  innovation  in  the  capital  markets 
and  by  those  who  would  prefer  to  see  an  increased  future  role  for  govern¬ 
ment  in  administering  pension  benefits. 

THE  CASE  FOR  REQUIRING  POST-RETIREMENT  PENSION  RIGHTS  TO  BE 
INDEXED 

Before  turning  to  the  analytic  issues  involved  in  determining  how  best  to 
deliver  indexed  pensions,  it  is  appropriate  to  first  examine  the  more  funda¬ 
mental  issue  of  why  the  indexation  of  private  pensions  should  be  required. 
That  pensions  should  be  indexed  is  taken  for  granted  in  the  Green  Paper 
and  in  much  public  discussion  of  pension  reform.  Nevertheless,  as 
Pesando  has  noted  in  his  overview  paper  for  this  conference  (25-6;  a 
revised  version  of  this  paper  is  also  included  in  this  volume),  some  aca¬ 
demics  have  argued  that  it  may  be  more  efficient  under  present  circum¬ 
stances  for  pensions  to  remain  unindexed,  in  that  it  is  conceivable  that 
households  may  be  better  suited  to  assume  inflation  risk  than  firms.  I 
want  to  rebut  this  argument  and  discuss  other  issues  underlying  the  social 
desirability  of  indexing  private  pensions  before  turning  to  the  issues 
involved  in  evaluating  their  feasibility.  Doing  so  provides  some  useful 
insights  into  what  the  key  issues  are,  which  will  prove  helpful  in  describ¬ 
ing  what  form  pension  indexation  should  take. 

There  are  at  least  four  issues  which  should  be  evaluated  in  discus¬ 
sing  the  desirability  of  private  pension  indexation.  These  are: 

1  Ignoring  second-best  problems  which  may  arise  because  of  incentives 
created  by  government  'safety  net'  programs,  is  there  a  market  failure  in 
the  private  capital  markets  which  justifies  intervention  to  require  private 
pensions  to  be  indexed? 

2  Apart  from  the  foregoing  issue  of  private  market  efficiency,  are  there 
issues  of  fairness  which  justify  intervention? 

3  To  what  extent  do  issues  of  fairness  become  paternalistic  arguments 
for  intervention?  Put  differently,  why  are  issues  of  fairness  not  resolved 
'correctly'  through  bargaining  between  employers  and  employees? 

4  Apart  from  all  of  the  foregoing  issues,  do  the  incentives  provided  by 
government  'safety  net'  programs  for  the  elderly  (notably  by  the  Guaran¬ 
teed  Income  Supplement)  justify  requiring  that  private  pensions  be  indexed 
merely  to  minimize  the  distortions  otherwise  caused  by  these  incentives? 
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The  fourth  issue  obviously  becomes  even  more  important  if  there  were  to 
be  an  increased  reliance  on  income-tested  public  pension  programs  in  the 
future,  as  is  proposed  by  the  Whalley  and  Hamilton  paper  in  this  volume. 
Indeed,  I  will  argue  that  reguiring  the  indexation  of  private  pensions 
should  be  regarded  as  an  important  policy  instrument  through  which  to 
help  solve  the  serious  future  underfunding  crisis  for  public  pensions  and 
age-related  services  on  which  Whalley  and  Hamilton  appropriately  focused 
their  comments. 

Before  turning  to  a  discussion  of  these  four  issues,  let  me  note  that 
the  question  of  'private  pension  indexation'  really  is  concerned  with  two 
quite  separate  matters.  These  are: 

who  should  bear  the  risks  associated  with  the  unpredictability  of 
future  inflation? 

ignoring  inflation  risk  and  so  concentrating  on  the  impact  of 
anticipated  inflation,  should  pension  rights  be  redesigned  to  be  made 
independent  of  the  expected  rate  of  inflation? 

The  first  of  these  two  questions  is  an  issue  of  the  optimal  allocation  of 
pension  risks,  which  clearly  depends  on  the  distribution  of  other  assets 
subject  to  inflation  risk.  The  second  question  is  the  'tilt  problem'  ana¬ 
lysed  at  some  length  by  Pesando.1  It  is  important  to  note  that  these  two 
questions  are  not  only  separable  but  that  they  involve  quite  different 
issues.  I  will  be  dealing  with  both  questions  in  what  follows. 

One  further  preliminary  remark:  in  discussing  the  desirability  of 
private  pension  indexation,  I  will  restrict  myself  to  a  discussion  of  index¬ 
ing  post-retirement  benefits.  Quite  different  issues  arise  in  evaluating  the 
extension  of  requirements  for  pension  indexation  to  include  the  pension 
benefits  accrued  by  active  workers,  and  I  shall  not  discuss  them  here.2 

Is  there  a  market  failure? 


In  evaluating  the  desirability  of  any  government  intervention,  most  econo¬ 
mists  start  off  with  a  presumption  that  private  markets  generally  (though 
not  always)  yield  socially  optimal  results  if  left  to  themselves,  so  that  the 
burden  of  proof  should  be  on  those  who  advocate  intervention.  A  differ¬ 
ent  way  of  expressing  this  presumption  is  to  restate  the  question:  if  the 
benefits  of  indexed  pensions  are  considerable,  why  do  they  not  already 
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exist?  Stating  the  question  in  this  way  does  not  imply  that  the  economist 
believes  current  private  pension  contracts  to  be  optimal.  Rather,  it 
implies  that  a  first  question  to  ask  in  evaluating  the  desirability  of  'reform' 
is  why  private  markets  have  not  already  satisfied  this  presumed  desire  on 
their  own.  Among  other  things,  this  approach  reflects  a  presumption  that 
requiring  private  pensions  to  be  indexed  will  cause  offsetting  adjustments 
in  the  labour  market  to  wages  and  other  employee  benefits. 

In  the  case  of  indexed  pension  benefits,  there  are  obvious  reasons 
why,  in  the  absence  of  a  market  for  indexed  bonds,  pension  sponsors  have 
not  been  willing  to  index  pension  benefits  without  demanding  wage  conces¬ 
sions  substantially  higher  than  workers  and  their  unions  are  prepared  to 
accept.  The  primary  reason  is  concerned  with  the  risks  of  doing  so.  The 
risk  of  an  unanticipated  increase  in  the  rate  of  inflation  is  non-diversifi- 
able,  and  a  pension  sponsor's  exposure  to  the  risk  of  an  unexpected 
increase  in  (nominal)  pension  benefit  liabilities  due  to  indexation  can  be 
minimized  only  by  investing  pension  assets  in  low-yield  Treasury  bills. 
Accepting  the  low  yield  on  Treasury  bills  as  the  investment  return  on 
pension  assets  means  accepting  a  higher  cost  of  providing  any  given 
stream  of  future  pension  benefits.  Given  the  investment  opportunities 
provided  by  the  existing  capital  markets ,  the  indexation  of  post-retirement 
private  pension  benefits  cannot  be  introduced  without  either  substantially 
increasing  the  risk  exposure  of  pension  sponsors  or  increasing  the  cost  of 
existing  pension  benefits  commitments. 

An  additional  reason  for  the  non-existence  of  indexed  pensions  may 
be  a  consequence  of  the  way  pension  benefits  are  designed.  Since  the 
non-indexation  of  pension  benefits  after  retirement  means  that  these  bene¬ 
fits  are  expected  to  decline  in  real  terms  through  being  eroded  by  infla¬ 
tion,  the  real  expected  cost  of  providing  such  benefits  is  less  (with  any 
given  investment  policy)  than  if  benefits  were  fixed  in  real  terms  after 
retirement.  To  the  extent  that  workers  and  their  representatives  are 
unwilling  to  accept  (without  compensation)  an  explicitly  planned  decline  in 
real  pension  benefits  that  is  as  large  as  the  rate  of  decline  implied  by 
current  expectations  of  the  future  rate  of  inflation,  then  indexed  pensions 
would  be  more  expensive  for  pension  sponsors  than  the  current  unindexed 
pensions.3  In  effect,  workers  and  their  representatives  may  currently 
overstate  the  real  accrued  value  of  accumulated  pension  rights,  in  which 
case  the  non-provision  of  indexed  pension  benefits  provides  a  means  by 
which  employers  can  exploit  worker  misperceptions  and  lower  total  labour 
costs. 
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A  third  possible  reason  why  indexed  pensions  have  not  occurred  on 
their  own  is  that  (conceivably)  both  pensioners  and  shareholders  might  be 
better  able  to  shield  themselves  from  inflation  risk  through  contracting 
pensions  in  nominal  terms  than  in  agreeing  to  index  pension  benefits. 
This  argument,  proposed  by  Summers  (1982),  rests  on  two  propositions: 
that  the  real  return  on  non-pension  assets  of  retired  individuals  is  posi¬ 
tively  correlated  with  inflation;  and  that  the  real  return  on  corporate 
equity  is  negatively  correlated  with  inflation.  If  the  absolute  magnitudes 
of  both  of  these  correlations  were  sufficiently  high  and  if  all  retired  indi¬ 
viduals  owned  a  sufficient  amount  of  non-pension  wealth  other  than  shares 
in  corporate  equities,  then  nominally  denominated  pensions  could  be  more 
efficient  than  indexed  pensions  in  reducing  the  real  risk  exposure  of  both 
pensioners  and  shareholders. 

I  have  discussed  Summers'  arguments  at  length  elsewhere  (Bossons 
1982b),  and  will  only  briefly  note  here  why  I  do  not  find  these  arguments 
persuasive.  First,  even  if  the  proposition  is  valid  for  households  in  the 
aggregate,  it  is  unlikely  to  be  valid  for  the  substantial  numbers  of  elderly 
households  who  do  not  have  sufficient  non-pension  wealth  to  be  able  to 
offset  the  risk  of  inflation-induced  losses  in  pension  benefits.  Second, 
since  the  primary  component  of  'inflation-hedged'  non-pension  wealth  is 
owner-occupied  housing,  it  is  difficult  for  risk-averse  elderly  individuals 
to  convert  inflation-induced  accrued  capital  gains  into  cash  income  without 
increasing  their  exposure  to  inflation  risk.  Third,  the  primary  sources  of 
the  observed  negative  correlation  with  inflation  of  accrued  returns  on 
corporate  equities,  and  positive  correlation  of  accrued  returns  on  housing, 
arise  from  distortions  resulting  from  the  failure  of  the  tax  system  to  take 
correct  account  of  inflation.  Particularly  given  the  recent  undertaking  by 
the  federal  government  (in  response  to  the  Lortie  committee's  recommend¬ 
ations)  to  study  means  by  which  the  tax  system  may  be  indexed,  it  would 
seem  of  dubious  merit  to  argue  that  the  non-indexation  of  the  tax  system 
makes  non-indexed  pensions  efficient.4 

All  of  the  foregoing  arguments  are  concerned  with  the  efficiency  of 
the  allocation  of  investment  risks.  It  is  likely,  however,  that  the  most 
important  market  failure  is  not  in  the  inability  of  individuals  to  obtain 
efficient  inflation-hedged  investment  portfolios  (inclusive  of  their  pension 
rights),  though  this  is  important;  but  rather,  that  the  primary  market 
failure  is  the  absence  of  a  market  in  inflation-indexed  insurance  and  annu¬ 
ity  contracts.  The  primary  problem  for  households  attempting  to  obtain 
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efficient  allocations  of  consumption  over  their  lifetimes,  especially  for  the 
aged,  is  their  inability  to  predict  accurately  when  they  will  die.  The  lack 
of  a  market  in  annuities  which  are  contracted  in  real  terms  prevents  house¬ 
holds  from  efficiently  pooling  mortality  risks. 

Issues  of  fairness  and  paternalism 

Since  'fairness'  is  less  well-defined  as  a  criterion  than  economic  efficiency, 
it  is  difficult  to  discuss  without  reflecting  one's  personal  values.  Never¬ 
theless,  perceived  deficiencies  in  the  fairness  of  the  private  pension 
system  are  a  key  element  of  the  political  economy  of  pension  reform. 

It  will  be  useful  to  begin  by  discussing  the  more  limited  question  of 
whether  there  are  clear  horizontal  inequities  that  occur  as  a  result  of  the 
non-indexation  of  private  pensions.  The  most  important  equity  issues 
arise  from  the  'tilt  problem'  introduced  by  inflation.  Because  virtually  all 
private  pension  benefits  are  defined  as  fixed  nominal  annuities,  the  real 
value  of  these  benefits  declines  after  retirement  at  a  rate  which  depends' 
on  the  rate  of  inflation.  This  introduces  horizontal  inequities  in  the 
treatment  of  individuals  who  live  for  differing  lengths  of  time  after  retire¬ 
ment.5  It  also  introduces  horizontal  inequities  in  the  treatment  of  single 
retired  persons  vs .  married  couples,  in  that  the  longer  expected  life  of 
the  surviving  member  of  the  married  household  cannot  be  correctly  taken 
into  account.6 

An  important  issue  of  fairness  which  goes  beyond  issues  of  horizontal 
equity  arises  in  the  treatment  of  widows.  Under  present  circumstances, 
the  expected  rate  of  inflation  implies  that  widows  are  left  with  a  survivor 
benefit  which  will  have  been  heavily  eroded  by  inflation.  Whether  this 
occurs  because  of  a  general  underestimation  by  workers  of  the  likelihood  of 
future  inflation,  or  because  workers'  rates-of-time  preference  are  substan¬ 
tially  higher  than  the  real  rate  of  return  on  pension  assets,  or  because  of 
an  under-representation  of  wives'  interests  in  labour  bargaining,  it  is 
difficult  to  avoid  labelling  this  as  inequitable. 

One  of  the  consequences  of  requiring  that  pension  benefits  be  in¬ 
dexed  would  be  that  it  would  force  the  issue  of  specifying  the  real  magni¬ 
tude  of  widows'  benefits  to  be  faced  explicitly.  More  generally,  the  tilt 
problem  would  have  to  be  dealt  with  as  an  issue  of  pension  benefit  design 
if  benefits  were  indexed. 

Beyond  this,  the  future  uncertainties  engendered  by  unpredictable 
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future  inflation  are  hard  to  reflect  in  labour  bargaining,  so  that  it  should 
perhaps  not  be  very  surprising  if  inequities  occur.  Indexation  is  a  com¬ 
plex  subject.  The  many  implications  of  inflation  (with  and  without  index¬ 
ation)  for  future  real  pension  benefits,  investment  risks,  and  pension 
costs  are  not  well  understood  even  by  most  members  of  the  actuarial  and 
economics  professions.  As  a  consequence,  it  should  hardly  be  surprising 
that  they  are  not  well  understood  by  most  workers  and  pensioners  -  or, 
for  that  matter,  by  most  employers  -  at  the  time  labour  contracts  are 
negotiated.  This  lack  of  general  understanding  renders  workers  prone  to 
exploitation,  and  at  the  same  time  makes  risk-averse  pension  sponsors 
fearful  of  innovations  that  may  increase  the  social  efficiency  of  private 
pensions . 

The  difficulty  of  constructing  'fair'  pension  agreements  when  the 
future  real  implications  of  such  contracts  is  unpredictable  is,  of  course, 
only  one  of  the  many  social  costs  that  occur  when  the  information  value  of 
the  monetary  unit  is  eroded  by  an  increase  in  the  variability  of  inflation. 
Government  intervention  to  require  pension  indexation  is,  from  this  view¬ 
point,  a  second-best  way  of  mitigating  some  of  the  social  costs  and  inequi¬ 
ties  created  by  inflation.  (A  first-best  way  would  obviously  be  to  elimin¬ 
ate  the  risk  of  future  inflation,  if  this  were  possible.) 

The  redistribution  of  wealth  caused  by  unexpected  changes  in  the 
rate  of  inflation  is  generally  perceived  to  be  as  much  a  source  of  social 
inequities  as  the  tilt  problem  referred  to  above.  In  part,  this  is  because 
of  the  absence  of  ways  in  which  most  lower-income  pensioners  can  protect 
themselves  from  being  made  worse  off  by  unanticipated  increases  in 
inflation . 7 

Whether  inflation-related  pension  inequities  arise  from  myopia,  infor¬ 
mational  complexity,  incomplete  representation  of  affected  interest  groups, 
or  a  lack  of  sufficiently  widespread  opportunities  for  hedging  against 
inflation,  they  obviously  provide  a  rationale  for  government  to  require 
private  pension  indexation  even  if  such  intervention  were  inefficient  from  a 
purely  economic  viewpoint.  Some  observers  would  brand  intervention  to 
prevent  inequities  as  'paternalistic' ,  reflecting  their  preference  that  it  be 
left  up  to  the  labour  bargaining  process  to  correct  inequities  in  private 
pensions.  In  my  view,  a  situation  of  high  informational  complexity  in 
which  particular  classes  of  persons  may  be  adversely  affected  to  a  material 
degree  is  one  in  which  there  is  a  prima  facie  case  for  regulatory  interven¬ 
tion  on  equity  grounds.  In  this  context,  I  view  paternalism  as  synony- 
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mous  with  having  a  sense  of  social  responsibility. 


Incentive  problems  introduced  by  government  income-tested  pensions 

The  existence  (and  possible  expansion)  of  indexed  income-tested  public 
pension  plans  such  as  the  Guaranteed  Income  Supplement  (GIS)  provides  a 
strong  incentive  to  design  private  pension  benefits  so  as  to  maximize  the 
extent  to  which  the  public  pension  may  be  substituted  for  private  pen¬ 
sions.  This  may  in  part  explain  why  private  pension  benefits  continue  to 
display  such  a  substantial  degree  of  tilt.  By  refraining  from  indexing 
pensions  and  so  causing  the  indexed  public  pensions  to  be  substituted  for 
private  pensions  in  the  later  years  of  life,  a  higher  retirement  income  can 
be  obtained  immediately  after  retirement,  thus  increasing  the  overall  level 
of  expected  consumption  which  can  be  obtained  during  retirement.  The 
usability  of  the  GIS  for  this  purpose  is  enhanced  by  the  fact  that  its 
income  tests  do  not  take  into  account  imputed  rental  income  from  owner- 
occupied  housing  and  consumer  durables. 

This  incentive  problem  is  an  inevitable  by-product  of  an  income-tested 
public  pension  plan  designed  to  provide  a  'safety  net'  for  the  elderly  poor. 
It  creates  an  externality,  through  transferring  part  of  the  costs  of  a  tilted 
pension  design  to  the  rest  of  society. 

Given  the  general  acceptance  of  the  need  for  'safety  net'  transfer 
programs  aimed  at  the  elderly  poor,  requiring  that  private  pensions  be 
indexed  is  one  way  of  eliminating  the  distortion  introduced  by  the  incen¬ 
tive  effects  of  such  programs.  (It  should  be  noted  that,  to  do  so,  index¬ 
ation  requirements  must  include  a  specification  of  the  maximum  degree  of 
permitted  real  tilt.)  The  expansion  of  income-tested  programs  proposed  by 
the  Whalley  and  Hamilton  paper  in  this  volume  would  magnify  the  impor¬ 
tance  of  introducing  such  a  requirement. 

The  distorting  effects  of  the  incentives  introduced  by  income-tested 
transfers  to  the  elderly  occur  because  they  subsidize  private  pensions 
designed  to  maximize  the  future  need  for  the  income-tested  'safety  net' 
program.  They  thus  enhance  the  problem  of  paying  for  the  increased 
future  costs  of  public  programs  for  the  elderly  which  will  arise  as  a  result 
of  projected  demographic  changes.  Requiring  private  pension  benefits  to 
be  indexed  would  eliminate  the  cost  increases  of  public  pensions  that  will 
otherwise  occur  due  to  these  incentive  effects. 
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THE  IMPLEMENTATION  OF  INDEXED  PENSIONS  BASED  ON  MARKETS 
IN  INDEXED  BONDS 


While  the  indexation  of  private  pension  benefits  subsequent  to  retirement  is 
clearly  desirable,  it  is  necessary  to  evaluate  its  cost.  Here,  it  is  neces¬ 
sary  to  emphasize  the  effect  of  both  investment  possibilities  and  pension 
design  on  such  costs.  The  inflation  protection  proposals  featured  in  the 
Green  Paper  were  originally  developed  as  a  'consensus  position'  by  the 
members  of  the  Canadian  Association  of  Pension  Supervisory  Authorities 
(CAPSA).  They  would  provide  a  particular  form  of  indexation  which  is 
not  'true'  indexation  (in  that  pension  benefits  would  be  only  approximately 
indexed  to  inflation,  and  even  that  only  in  the  longer  run).  In  addition, 
the  CAPSA  proposals  would  encourage  inefficient  investment  strategies  on 
the  part  of  pension  sponsors,  leading  to  higher  pension  costs.  The  resul¬ 
tant  cost  increases  for  pension  sponsors  are  accentuated  by  the  implicitly 
proposed  requirement  of  the  CAPSA  proposals  that  indexed  private  pension 
benefits  not  decline  over  the  life  of  the  pensioner  and  his  surviving 
spouse. 8 

The  primary  purpose  of  this  section  is  to  evaluate  the  effects  of  these 
factors  on  the  costs  of  pension  indexation.  I  first  describe  how  indexed 
bonds  may  be  used  to  provide  complete  immunization  of  pension  sponsors 
from  inflation  risk,  and  then  turn  to  an  evaluation  of  the  impact  of  each 
factor  on  the  cost  of  indexation.  To  summarize  the  results,  approximately 
60  to  75  per  cent  of  the  cost  of  implementing  the  CAPSA  proposals  could 
be  eliminated  without  seriously  compromising  the  inflation  protection  objec¬ 
tives  of  the  Green  Paper. 

A  secondary  purpose  of  this  section  is  to  describe  how  indexed  pen¬ 
sions  should  be  implemented  if  indexed  long-term  bonds  are  available  as 
possible  investments.  A  number  of  issues  may  be  raised  in  this  connec¬ 
tion,  including  the  choice  of  index,  the  degree  of  indexation,  the  applica¬ 
bility  of  indexation  to  money-purchase  plans,  and  the  compatibility  of 
excess-interest  approaches  with  investments  in  indexed  bonds.  These  are 
discussed  in  two  concluding  parts  of  this  section. 

The  feasibility  of  indexing  private  pension  benefits  given  markets  in 

indexed  bonds 


If  markets  in  indexed  bonds  are  created  and  are  of  sufficient  breadth  and 
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depth,  then  it  would  be  easy  to  provide  indexed  pensions  that  are  fully 
immunized  from  the  viewpoint  of  the  pension  plan  sponsor.  The  simplest 
procedure  would  be  for  the  plan  sponsor  to  buy  an  indexed  life  annuity 
for  the  retired  employee,  thus  transferring  both  investment  and  mortality 
risks  to  the  insurance  company  selling  the  annuity.  Alternatively,  the 
plan  sponsor  could  'self-insure',  pooling  mortality  risks  and  investing  the 
funds  reguired  to  generate  the  indexed  pension  benefits  of  retired  employ¬ 
ees.  In  either  case,  the  underlying  investment  problems  are  the  same, 
whether  the  investment  management  function  is  performed  by  the  plan 
sponsor  or  transferred  to  an  insurance  company. 

Given  markets  in  indexed  bonds  of  varying  maturities,  then  the 
problem  of  constructing  a  fully-immunized  (riskless)  investment  portfolio 
consists  simply  of  choosing  a  combination  of  maturities  from  which  coupon 
income  and  bond  repayments  at  maturity  yield  a  stream  of  cash  flows  which 
exactly  match  the  expected  future  cash  payments  in  each  period  to  sur¬ 
viving  annuity  recipients.  With  the  annuity  principal  fully  invested  in 
indexed  bonds,  the  optimal  choice  of  maturities  is  totally  independent  of 
considerations  of  inflation  risk.  This  independence  follows  from  the  fact 
that  all  indexed  bonds,  regardless  of  maturity,  are  indexed  in  the  same 
way.  That  is,  the  outstanding  principal  is  increased  by  the  inflation  rate 
in  all  cases.  As  a  result,  the  nominal  rate  of  return  accrued  on  each 
indexed  asset  is  equal  to  the  sum  of  the  rate  of  inflation  and  the  con¬ 
tracted  real  interest  rate.9  Since  the  total  principal  outstanding  of  bonds 
in  the  portfolio  will  be  approximately  equal  to  the  expected  present  value 
of  future  annuity  payments,  the  inflation  adjustment  of  principal  will  be 
(approximately)  equal  to  the  required  inflation  adjustment  of  the  future 
annuity  payments. 

It  is  important  to  emphasize  that  the  immunization  of  indexed  pension 
liabilities  from  investment  risk  can  be  virtually  complete  when  the  under¬ 
lying  funds  are  invested  in  indexed  bonds.  Indeed,  a  correctly-matched 
portfolio  of  indexed  government  bonds  provides  more  complete  immunization 
than  is  possible  from  a  portfolio  invested  solely  in  nominally  denominated 
Treasury  bills.10 

The  cost  of  a  riskless,  indexed  life  annuity  purchased  from  an  insur¬ 
ance  company  would  depend  on  the  average  real  rate  of  return  from  a 
portfolio  of  indexed  government  bonds  with  maturities  matched  to  the 
cash-flow  requirements  of  the  annuity.  A  higher  yield  could  be  obtained 
by  pension  sponsors  with  virtually  no  risk  by  utilizing  information  on  fu- 
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ture  numbers  of  retirements  to  lengthen  the  average  maturity  of  the  in¬ 
dexed  bond  portfolio.  This  alternate,  more  efficient  form  of  immunization 
will  be  assumed  in  evaluating  the  costs  of  indexed  pensions. 

The  cost  of  indexed  pensions  with  alternative  investment  opportunities 


The  cost  of  indexed  post-retirement  pensions  will  be  evaluated  assuming 
the  pension  sponsor  to  be  immunized  as  much  as  possible  from  investment 
risks  and  from  the  risks  of  unanticipated  changes  in  the  rate  of  inflation. 
Accordingly,  if  markets  in  indexed  bonds  are  created,  I  will  assume  that 
the  funds  required  to  pay  for  future  indexed  annuity  payments  to  pen¬ 
sioners  are  fully  invested  in  indexed  long-term  bonds.  Alternatively,  if 
markets  in  indexed  bonds  are  not  created,  I  will  assume  post-retirement 
pension  funds  to  be  fully  invested  in  Treasury  bills  (the  conventional 
asset  which  can  most  effectively  immunize  pension  sponsors  from  investment 
and  inflation  risk  in  the  absence  of  indexed  bonds). 

These  assumptions  reflect  the  fact  that  alternative  investment  strate¬ 
gies  imply  additional  risk  for  pension  sponsors,  and  that  the  shareholders 
of  firms  following  alternative  investment  strategies  will  require  an  addi¬ 
tional  return  to  compensate  them  for  the  additional  risks  which  they  would 
bear.  With  competitive  capital  and  labour  markets,  and  assuming  homo¬ 
geneous  expectations  for  shareholders  and  workers ,  firms  differing  only  in 
their  pension  investment  strategies  will  face  identical  risk-adjusted  total 
labour  costs.  Accordingly,  it  is  useful  as  a  standard  to  evaluate  the  costs 
of  post-retirement  pension  benefits  assuming  that  plan  sponsors  are  as 
immunized  from  investment  risk  as  possible. 

The  major  difference  between  'true'  pension  indexation  based  on  the 
investment  of  funds  in  a  portfolio  of  indexed  long-term  bonds  and  the 
Green  Paper's  indexation  proposals  is  that  the  latter  are  highly  inefficient. 
As  Pesando  noted  in  his  overview  paper  (38-9)  and  in  other  writings 
(e.g.,  Pesando  1983),  the  CAPSA  proposals  put  forth  by  the  Green  Paper 
outline  a  form  of  pension  indexation  which  can  only  be  immunized  (and 
then  only  incompletely)  by  investing  funds  in  a  portfolio  of  Treasury  bills 
or  equivalent  short-term  securities.  The  cost  of  this  approach  to  immuniz¬ 
ation  is  the  low  expected  real  yield,  somewhat  under  1  per  cent,  obtainable 
from  a  portfolio  of  Treasury  bills. 

The  major  cost  advantage  of  using  a  portfolio  of  indexed  long-term 
bonds  to  immunize  pension  sponsors  from  risk  is  that  the  real  yield  from 
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indexed  bonds  is  substantially  higher  than  the  expected  real  yield  from 
Treasury  bills.  In  addition,  the  indexed  bond  portfolio  provides  complete 
immunization,  while  that  provided  by  Treasury  bills  is  only  partial  (albeit 
the  best  obtainable  in  the  absence  of  indexed  bonds). 

Some  information  on  the  real  likely  yield  on  indexed  bonds  is  provided 
by  recent  British  experience.  Indexed  government  bonds  of  maturities 
ranging  from  15  to  30  years  have  been  issued  in  substantial  quantities  by 
the  British  government  over  the  past  two  years.  Their  real  yield  has 
moved  in  a  relatively  narrow  range  (from  2.5  to  3  per  cent)  over  most  of 

the  past  year.11  At  the  same  time,  there  has  been  substantial  volatility  in 

nominal  yields  on  conventional  long-term  U.K.  bonds. 

Theoretical  reasoning  suggests  that  yields  on  indexed  long-term 
Canadian  government  bonds  would  be  in  the  same  range  as  the  British 

experience.  Expected  real  yields  on  conventional  long-term  Canadian 
bonds  are  generally  assumed  to  average  about  3.5  per  cent  under  normal 
circumstances,  about  2.5  to  3  percentage  points  above  average  real  yields 
on  short-term  Treasury  bills.12  While  some  of  this  differential  reflects  a 
risk  premium  required  to  compensate  for  the  volatility  and  unpredictability 
of  actual  real  rates  of  return  on  conventional  long-term  bonds13,  it  also 
reflects  the  relative  illiquidity  of  long-term  bonds.  Indexed  long-term 

bonds  would  be  substantially  less  risky  than  conventional  long-term  bonds, 
since  their  yield  would  fluctuate  only  as  a  result  of  changes  in  the  average 
of  the  future  short-term  risk;  the  lower  volatility  implies  greater  liquidity. 
Accordingly,  it  is  likely  that  a  somewhat  lower  differential  real  yield  over 
the  expected  real  yield  on  Treasury  bills  would  be  required  on  indexed 
long-term  bonds,  once  markets  for  indexed  long-term  bonds  had  become 
well  established. 14  It  must,  however,  be  noted  that  indexed  long-term 
bonds  have  low  risk  only  for  domestic  investors,  so  that  higher  yields 
would  be  required  if  it  were  necessary  to  attract  foreign  investors  in 
order  to  equilibrate  the  market. 

Assuming  that  a  portfolio  of  indexed  long-term  Canadian  government 
bonds  would  yield  on  the  order  of  3  per  cent  and  that  a  portfolio  of 
Treasury  bills  would  yield  1  per  cent,  the  effect  of  the  alternative  oppor¬ 
tunities  for  risk  immunization  on  the  cost  of  a  fully  indexed  level  real 
payment  annuity  is  shown  by  the  following  tabulation: 15 
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Ratio  of  cost  of  indexed  annuity 
to  annual  real  payment 

Funds  invested 
in  Treasury  bills 

19.4 

Funds  invested  in 
indexed  long-term  bonds 

16.0 

As  this  indicates,  the  effect  of  permitting  indexed  bonds  to  be  used  to 
immunize  pension  sponsors  from  investment  and  inflation  risk  is  to  reduce 
the  cost  of  indexed  pensions  by  more  than  20  per  cent. 

The  effect  of  indexed  pension  design  on  the  cost  of  indexed  pensions 

As  the  Green  Paper  is  careful  to  emphasize  (e.g.,  27-8,  44),  pension 
indexation  could  result  in  a  substantial  cost  increase  for  employers  in  the 
short  run  and  a  reduction  of  wage  rates  over  the  longer  run.  The  unan¬ 
ticipated  inflation-induced  increases  in  nominal  earnings  from  pension 
investments  that  occurred  in  the  1970s  were  used  largely  to  reduce  em¬ 
ployer  costs  and/or  to  improve  future  contracted  benefits  for  active 
workers.  In  effect,  inflation  has  generally  been  utilized  as  a  means  of 
transferring  resources  from  inactive  workers  to  active  workers  and  their 
employers.  Because  the  introduction  of  a  requirement  for  pension  index¬ 
ation  is  equivalent  to  forbidding  the  further  use  of  this  avenue  of  cost 
reduction,  indexation  will  inevitably  increase  pension  costs.  The  fact  that 
it  will  also  reduce  the  future  load  on  government  'safety  net'  programs  for 
the  elderly  provides  an  offsetting  cost  reduction  from  a  social  viewpoint, 
but  this  will  be  reflected  in  lower  future  taxes  rather  than  in  the  direct 
pension  costs  of  fully  funded  pensions  for  employers  and  employees. 

The  extent  of  the  cost  increase  depends  partly  on  the  nominal  rate  of 
return  now  assumed  in  pension  actuarial  calculations  and  partly  on  the  way 
in  which  indexed  pensions  are  designed.  In  addition,  it  of  course  also 
depends  on  whether  indexation  is  implemented  on  the  basis  of  the  ineffi¬ 
cient  CAPSA  proposals  or  implemented  using  indexed  bonds.  I  shall  as¬ 
sume,  as  does  the  Green  Paper,  that  the  rate  of  return  generally  used  in 
actuarial  calculations  now  averages  7  per  cent. 

The  key  question  in  designing  indexed  pensions  is  to  determine  the 
degree  to  which  real  pension  benefits  are  designed  to  decrease  (i.e.,  the 
degree  of  tilt).  As  noted  earlier,  the  current  pension  design  implicitly 
plans  for  real  pension  benefits  to  decline  at  the  expected  rate  of  inflation. 


340 


At  the  currently  expected  inflation  rate,  this  planned  rate  of  decline  is 
clearly  excessive,  implicitly  projecting  that  most  long-lived  workers  and 
most  spouses  of  workers  who  receive  private  pension  benefits  will  be 
dependent  on  government  'safety  net'  programs  in  their  later  years. 
Nevertheless,  there  is  no  reason  not  to  plan  some  decline.16  The  following 
tabulation  shows  the  effect  of  different  degrees  of  planned  tilt  on  the 
cumulative  reduction  in  real  pension  benefits  over  different  lengths  of  time 
after  retirement: 


Real  reduction  in  pension  benefits 


After  15  years 

After  30  years 

Indexed  pensions: 

1%  planned  tilt 

14% 

26% 

1.5%  planned  tilt 

20 

36 

2%  planned  tilt 

26 

45 

Fixed  nominal  pensions: 

5%  inflation 

54% 

81% 

7.5%  inflation 

69 

90 

10%  inflation 

79 

96 

As  an  objective,  it  would  seem  reasonable  to  permit  a  degree  of  tilt  (say, 
1  per  cent)  which  would  be  consistent  with  keeping  average  real  private 
pension  benefits  above  the  cutoff  point  for  eligibility  for  income-tested 
'safety  net'  programs,  even  after  30  years  of  retirement  benefits.  As  a 
transitional  measure,  it  may  be  appropriate  to  permit  a  higher  degree  of 
tilt  (say,  2  per  cent)  for  a  temporary  period. 

The  effect  of  the  planned  degree  of  real  tilt  on  the  costs  of  indexed 
pensions  is  shown  by  the  following  tabulation: 17 

Ratio  of  cost  of  indexed  annuity 
to  initial  annual  payment 


No  planned  tilt 

16.0 

1%  planned  tilt 

14.6 

1.5%  planned  tilt 

14.0 

2%  planned  tilt 

13.4 

By  comparison,  the  cost  of  a  non-indexed  fixed  nominal  pension  at  the  7 
per  cent  rate  of  return  used  in  current  actuarial  calculations  is  11.4  times 
the  initial  annual  payment.  What  these  calculations  indicate  is  that  more 
than  half  of  the  cost  increase  that  would  result  from  requiring  post-retire¬ 
ment  pension  benefits  to  be  indexed  with  no  tilt  could  be  eliminated  by 
building  a  2  per  cent  planned  tilt  into  the  design  of  indexed  pension 
benefits . 


341 


The  CAPSA  inflation  protection  proposals  outlined  in  the  Green  Paper 
are  substantially  more  costly  than  true  pension  indexation  based  on  the 
use  of  indexed  bonds  and  with  some  tilt  permitted.  Implementation  of  a 
truly  indexed  pension  scheme  based  on  the  creation  of  markets  in  indexed 
bonds  and  with  a  2  per  cent  planned  tilt  would  eliminate  75  per  cent  of  the 
cost  increases  for  pension  sponsors  that  are  implicit  in  the  CAPSA  inflation 
protection  proposals.  Even  with  a  1  per  cent  planned  tilt,  60  per  cent  of 
the  cost  increases  otherwise  associated  with  the  CAPSA  proposals  would  be 
eliminated . 

The  choice  of  index 


In  the  preceding  discussion,  it  has  been  assumed  that  indexed  debt  instru¬ 
ments  and  post-retirement  pension  benefits  are  all  indexed  by  the  CPI.  It 
should  be  noted  explicitly  that  there  is  no  conceptual  reason  why  other 
indexes  could  not  be  used  to  adjust  pension  benefits. 

The  choice  of  index  to  be  used  is  an  important  issue,  though  of 
second-order  significance  relative  to  the  issue  of  whether  pensions  are 
indexed  at  all.  So  long  as  it  is  assumed  that  the  objective  of  indexation  is 
to  permit  pension  benefits  to  be  contracted  in  terms  of  real  consumption 
potential,  then  the  choice  is  between  the  CPI  and  some  other  index  of  the 
average  price  of  consumer  goods  and  services.  Here,  while  other  indexes 
(such  as  the  GNE  consumption  deflator)  have  some  advantages  over  the 
CPI  in  terms  of  quickly  reflecting  changes  in  the  composition  of  household 
spending,  the  overwhelming  advantages  of  the  CPI  (particularly  its  wide¬ 
spread  acceptability,  its  relatively  fast  availability,  and  the  fact  that  it  is 
not  subject  to  revision)  cause  it  to  dominate  all  alternative  price  indexes. 

Alternative  indexation  objectives  have,  however,  been  proposed. 
These  generally  fall  into  two  categories:  wage-modified  price  indexation 
and  wage  indexation.  The  first  of  these  is  typically  proposed  because  of 
concerns  over  indexing  any  form  of  current  or  future  labour  compensation 
to  price  changes  that  may  reflect  real  phenomena  such  as  a  deterioration  in 
terms  of  trade;  it  would  provide  that  pension  benefits  be  adjusted  by  the 
lower  of  the  average  rate  of  change  of  prices  or  wages.18  The  second 
would  provide  that  pension  benefits  be  indexed  to  a  wage  index,  and  so 
differ  from  the  first  by  causing  real  pension  benefits  to  be  increased  as 
real  wages  rise.  In  terms  of  the  discussion  of  the  preceding  subsection, 
wage  indexation  would  imply  designing  pension  benefits  to  have  a  positive 
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tilt;  in  effect,  this  design  would  imply  an  expectation  that  post-retirement 
pension  benefits  would  rise  at  a  rate  approximately  equal  to  the  long-run 
average  rate  of  productivity  increase.19 

The  choice  of  index  affects  the  implementation  of  pension  indexation 
in  two  ways.  First,  in  order  to  ensure  full  potential  immunization  of 
pension  sponsors,  it  is  desirable  that  indexed  debt  instruments  use  the 
same  index  as  indexed  pension  benefits.  While  this  can  easily  be  the  case 
for  indexed  long-term  government  bonds,  it  may  affect  the  marketability  of 
indexed  bonds  to  investors  other  than  pension  funds.  Second,  the  choice 
of  index  may  affect  both  the  cost  of  pension  indexation  and  the  tilt  which 
should  be  built  into  pension  benefit  design.  Since  presumably  the  primary 
point  of  full  wage  indexation  would  be  to  achieve  a  positive  tilt  in  real 
post-retirement  pension  benefits,  its  implementation  would  be  substantially 
more  costly  to  pension  sponsors,  and  so  require  a  substantial  reduction  in 
real  pension  benefits  at  retirement  and/or  a  one-time  fall  in  real  wages  in 
order  to  reach  labour  market  equilibrium. 20 

On  balance,  the  choice  of  index  for  use  in  the  indexation  of  private 
pensions  likely  reduces  to  a  choice  between  the  CPI  and  a  wage-adjusted 
CPI  with  a  catch-up  provision.  The  first  has  the  advantages  of  simplicity 
and  of  consistency  with  the  widespread  current  use  of  the  CPI  in  labour 
agreements;  it  also  probably  is  more  widely  acceptable  to  individual  lenders 
who  may  be  potential  buyers  of  indexed  bonds.  The  second  has  the 
advantage  of  being  consistent  with  what  would  clearly  be  the  preferable 
index  to  use  in  indexing  current  wage  compensation  or  government  trans¬ 
fer  payments.  However,  this  latter  advantage  is  of  limited  significance  if 
different  indexes  are  used  in  different  indexing  applications. 

Legislative  implementation 

It  will  be  useful  to  summarize  the  implications  of  what  has  been  said  thus 
far  in  this  paper  by  making  some  specific  proposals.  Doing  so  will  make 
these  implications  more  concrete,  and  thus  should  help  clarify  the  issues. 

Up  to  this  point,  I  have  used  the  words  'private  pensions'  to  refer 
generally  to  private-sector  pension  contracts.  Such  contracts  include  both 
employer-sponsored  pensions  and  private  pension  savings  arrangements 
such  as  Registered  Retirement  Savings  Plans  (RRSPs).  The  Green  Paper's 
proposals  for  private  pension  arrangements  focus  primarily  on  employer- 
sponsored  pensions,  noting  that  a  second  Green  Paper  on  the  tax  treat- 
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ment  of  other  private  pension  savings  instruments  is  to  be  made  public  in 
the  near  future.  However,  it  should  be  noted  that  the  Green  Paper's 
innovative  proposal  for  the  creation  of  Registered  Pension  Accounts  (RPAs) 
to  facilitate  pension  portability  would  substantially  expand  the  role  of 
money-purchase  pension  plans,  which  in  most  respects  may  be  regarded  as 
the  equivalent  of  RRSPs.  It  will  be  useful  to  note  the  potential  role  and 
effects  of  possible  indexation  requirements  for  each  type  of  private  pension 
arrangement. 

Employer-sponsored  pensions  are  predominantly  'defined  benefit' 
plans,  in  which  the  contractual  pension  arrangements  define  the  benefit 
payable  at  retirement  in  terms  that  are  independent  of  the  investment 
performance  of  the  pension  fund.  For  such  plans,  a  requirement  for 
pension  indexation  that  is  implemented  along  with  the  creation  of  markets 
in  indexed  bonds  should  specify  both  the  index  to  be  used  and  the  maxi¬ 
mum  degree  of  permitted  real  tilt  (e.g.,  1  or  2  per  cent).  Assuming  the 
maximum  permitted  rate  at  which  real  benefits  may  be  reduced  to  be  2  per 
cent  or  less,  a  requirement  for  mandatory  indexation  of  post-retirement 
pension  benefits  in  such  plans  would  substantially  improve  the  equity  and 
efficiency  of  current  pension  arrangements.  It  would  also  prevent  private 
pension  arrangements  from  being  made  in  a  way  that  shifts  part  of  their 
cost  onto  public  income-tested  pension  schemes. 

For  employer-sponsored  money-purchase  plans  and  the  proposed 
RPAs,  the  case  for  mandatory  indexation  of  post-retirement  benefits  is  less 
strong  than  for  defined-benefit  plans.  In  these  cases  (as  with  RRSPs), 
the  pensioner  is  not  subject  to  the  potential  inequities  that  can  occur  in 
the  case  of  defined-benefit  plans,  through  the  effective  transfer  of  expec¬ 
ted  real  pension  entitlements  from  pensioners  to  active  workers  and  em¬ 
ployers  as  a  result  of  unanticipated  inflation.  Nevertheless,  there  are  still 
substantial  reasons  to  require  that  the  accumulated  value  in  such  plans  be 
invested  in  indexed  life  annuities  at  retirement.  These  reasons  include 
both  'paternalistic'  concerns  that  workers  be  protected  from  the  effects  of 
underestimating  the  risks  of  future  inflation,  and  more  narrowly  fiscal 
concerns  that  pensioners  not  be  permitted  to  choose  annuity  arrangements 
that  shift  part  of  the  cost  of  their  total  pension  entitlements  onto  other 
taxpayers.  As  with  defined-benefit  employer-sponsored  pension  plans,  the 
indexed  life  annuities  should  be  subject  to  a  requirement  that  they  not 
decline  in  real  terms  at  a  rate  greater  than  some  specified  maximum. 

A  further  reason  for  requiring  funds  in  money-purchase  plans  (in- 
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eluding  RPAs)  to  be  invested  in  indexed  life  annuities  is  to  maintain  as 
much  parallelism  as  possible  between  the  regulations  applied  to  such  plans 
and  those  applied  to  defined-benefit  plans.  If  the  regulatory  requirements 
imposed  on  money-purchase  plans  and  RPAs  were  less  restrictive,  employ¬ 
ees  in  defined-benefit  plans  would  have  a  strong  incentive  to  quit  before 
retirement  in  order  to  have  vested  pension  rights  transferred  into  a  RPA. 

In  the  case  of  RRSPs  and  the  proposed  RPAs,  funds  may  be  taken 
out  of  such  plans  at  or  near  retirement  (up  to  a  maximum  age  of  71),  in 
which  case  they  become  taxable  in  full  on  withdrawal.  Alternatively,  the 
funds  may  be  rolled  over  into  a  Registered  Retirement  Income  Plan  (RRIP) 
annuity,  in  which  case  investment  income  realized  in  the  plan  continues  to 
be  exempted  from  tax.  For  the  same  reasons  that  apply  in  the  case  of 
money-purchase  funds,  it  would  be  appropriate  to  require  that  annuities 
eligible  for  tax-favoured  RRIP  status  be  indexed  joint  and  survivor  life 
annuities,  and  that  the  design  of  such  annuities  be  subject  to  a  require¬ 
ment  specifying  the  same  maximum  rate  of  decline  in  real  terms. 21 

It  should  be  noted  that  the  above  proposals  differ  from  alternatives 
advanced  by  the  Federal  Task  Force  on  Pensions  as  a  response  to  the 
possible  creation  of  markets  in  indexed  bonds.22  The  alternatives  pro¬ 
posed  by  the  federal  task  force  call  for  modifying  the  CAPSA  excess- 
earnings  proposal  by  (1)  providing  for  the  exemption  from  the  excess- 
interest  requirements  of  CPI-indexed  pensions  in  which  the  indexation 
'would  be  at  least  equivalent  to  the  guide  rate  based  inflation  adjustments,' 
and/or  (2)  altering  the  definition  of  the  guide  rate  so  it  is  'based  on  the 
yields  on  a  portfolio  of  indexed  bonds.'  These  alternatives  are  advanced 
in  an  attempt  to  show  that  the  excess-interest  proposals  are  compatible 
with  the  introduction  of  markets  in  indexed  bonds. 

While  it  is  possible  to  modify  the  CAPSA  excess-interest  proposal  to 
make  it  consistent  with  the  use  of  CPI-indexed  government  bonds  as  im¬ 
munization  instruments,  it  is  far  simpler  (and  hence  easier  for  pensioners, 
employees,  and  employers  to  understand)  if  true  indexation  is  implemented 
directly.  To  make  the  modified  excess-interest  proposal  correspond  as 
closely  as  possible  to  true  indexation,  it  would  be  necessary  to  provide 
that  the  'excess  current  nominal  yield'  on  indexed  long-term  government 
bonds  be  used  to  index  pension  benefits.  This  'excess  interest'  would  be 
calculated  as  the  sum  of  the  real  yield  on  such  bonds  at  current  market 
prices  and  the  rate  of  inflation  by  which  they  are  indexed,  less  a  specified 
base  rate.  The  base  rate  would  presumably  be  the  sum  of  the  average 
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expected  real  yield  on  such  bonds  and  the  maximum  degree  of  downward 
tilt  in  real  pension  benefits  which  it  is  desirable  to  permit.  The  modified 
excess-interest  proposal  would  continue  to  have  many  of  the  defects  of  the 
original  CAPSA  proposals,  though  to  a  lesser  degree:  calculations  would 
be  more  complex  and  less  easy  to  understand  than  true  CPI-based  index¬ 
ation,  pension  adjustments  would  differ  from  those  under  CPI-based  index¬ 
ation  due  to  fluctuations  in  real  yields  on  indexed  bonds,  and  immunization 
for  pension  sponsors  could  not  be  complete  due  to  the  use  of  real  yields 
rather  than  realized  real  rates  of  return  in  making  the  adjustment.  If  the 
introduction  of  indexed  bonds  is  accomplished  either  along  with  or  prior  to 
the  implementation  of  pension  reform,  there  is  no  reason  to  prefer  the 
modified  excess-interest  alternative  to  true  pension  indexation. 

A  final  issue  that  arises  in  implementing  pension  indexation  is  whether 
permitting  some  downward  tilt  in  real  pension  benefits  should  be  accomp¬ 
lished  through  fractional  indexation  or  through  directly  regulating  the  tilt 
in  real  payments.  At  any  given  expected  rate  of  inflation,  the  two  alter¬ 
natives  may  be  made  equivalent  in  terms  of  their  effects  on  expected  real 
future  pension  benefits.23  However,  they  cannot  be  made  equivalent  in 
the  quality  of  inflation  protection.  Since  the  primary  purpose  of  depar¬ 
tures  from  full  indexation  with  no  tilt  is  to  allow  permissible  ways  of 
reducing  the  expected  present  value  of  pension  benefits  (and  hence  their 
costs  to  pension  sponsors),  it  would  seem  desirable  to  find  a  way  of  per¬ 
mitting  such  cost  reduction  in  a  form  which  has  the  least  effect  on  the 
predictability  of  real  pension  benefits.  This  implies  that  it  is  more  effi¬ 
cient  to  reduce  pension  costs  by  regulating  the  maximum  rate  at  which  real 
pensions  may  decline  than  by  permitting  fractional  indexation.  The  former 
would  be  implemented  by  requiring  nominal  pensions  to  be  adjusted  yearly, 
by  at  least  the  difference  between  the  rate  of  inflation  and  the  maximum 
permitted  decline  in  real  pensions  (e.g.,  inflation  less  2  per  cent).24 

THE  FEASIBILITY  OF  CREATING  MARKETS  IN  INDEXED  BONDS 

As  the  analysis  of  the  preceding  section  has  indicated,  the  indexation  of 
private  post-retirement  pension  benefits  can  be  accomplished  much  more 
efficiently  if  based  on  investments  in  indexed  bonds.  It  is  therefore  of 
critical  importance  to  evaluate  the  feasibility  of  creating  markets  in  such 
investment  instruments. 

In  doing  so,  it  is  worth  first  examining  why  it  is  that  private  innova- 
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tion  in  the  capital  markets  has  not  already  created  markets  in  indexed 
bonds.  As  mentioned  elsewhere,  an  economist  tends  to  presume  that  a 
socially  desirable  innovation  will  normally  imply  profit  opportunities  for 
private  individuals  or  firms  who  seek  to  provide  it,  thus  assuming  that 
there  is  something  which  needs  to  be  explained  if  the  innovation  has  not 
occurred  on  its  own.  Again,  this  is  not  to  say  that  the  economist  pre¬ 
sumes  that  all  socially  desirable  innovations  have  already  occurred,  but 
rather  that  insights  may  be  gained  by  attempting  to  understand  why  the 
competitive  forces  in  private  markets  have  not  generated  the  innovation. 
Their  implications  for  what  is  required  in  government  action  to  create 
markets  in  indexed  debt  instruments  are  evaluated  in  a  second  subsection. 

While  it  is  difficult  for  the  private  sector  by  itself  to  find  profitable 
ways  of  innovating  to  create  markets  in  indexed  debt  instruments,  it  is 
relatively  easy  for  the  government  to  implement  this  innovation.  In  part, 
this  is  because  existing  government  regulations  are  to  some  extent  respons¬ 
ible  for  the  inability  of  private  innovators  to  benefit  from  creating  such 
markets.  However,  in  greater  part  this  is  because  there  are  important 
public-good  elements  in  the  creation  of  markets  in  indexed  debt  securities 
which  only  governments  are  in  a  position  to  overcome. 

While  there  are  considerable  potential  benefits  in  creating  markets  in 
indexed  bonds  to  permit  efficient  forms  of  pension  indexation,  concerns 
have  often  been  expressed  about  the  potential  costs  and  risks  that  might 
be  associated  with  such  innovation.  These  are  examined  in  a  final  sub¬ 
section. 

Why  do  indexed  bonds  not  already  exist? 

There  are  a  number  of  reasons  why  competition  in  private  markets  has  not 
resulted  in  the  creation  of  markets  in  indexed  debt  instruments.  These 
are: 


heterogeneity,  especially  among  potential  private  borrowers,  in  the 
degree  to  which  unanticipated  variations  in  the  rate  of  inflation  are  corre¬ 
lated  with  real  returns  (i.e.,  with  other  dimensions  of  risk); 

tax  distortions  which  implicitly  subsidize  the  use  of  conventional  debt 
instruments  ; 

regulatory  intervention  which  reduces  the  demand  for  indexed  bonds 
by  borrowers; 
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legal  barriers  to  the  introduction  of  indexed  debt  instruments  by  the 
private  sector; 

design  problems  and  innovation  costs;  and 

institutional  matching  problems  and  the  need  for  a  'sufficient  set'  of 
markets  in  indexed  debt  instruments. 

All  of  these  factors  have  been  discussed  extensively  elsewhere  (i.e.f 
Lortie  1982,  ch.  6).  Some  of  these  factors  (notably  the  first  three) 
reduce  the  potential  demand  from  borrowers  for  indexed  debt,  thus  re¬ 
ducing  the  potential  scale  of  the  market.  Others  (the  last  three)  increase 
the  costs  of  creating  the  markets.  The  fact  that  the  creation  of  a  market 
in  indexed  debt  instruments  is  costly,  and  that  such  a  market  is  largely  a 
public  good,  introduces  opportunities  for  market  failure  that  go  a  long  way 
to  explaining  why  markets  in  indexed  debt  instruments  have  not  been 
created  by  the  private  sector.  Put  differently,  at  the  level  of  inflation 
risk  which  is  associated  with  expected  inflation  rates  of  10  per  cent  or 
less,  and  given  current  tax  and  regulatory  distortions,  the  potential 
private  sector  demand  for  indexed  debt  instruments  is  insufficient  to 
justify  the  costs  and  risks  for  private  innovators  of  marketing  indexed 
debt  instruments. 

The  most  obvious  potential  beneficiaries  of  the  creation  of  indexed 
debt  markets  are  pension  sponsors  desiring  to  index  pension  benefits. 
Here,  however,  incentives  built  into  the  labour  bargaining  process  dis¬ 
courage  pension  sponsors  from  indexing  pensions  voluntarily.  These 
include,  as  discussed  earlier,  incentives  both  to  utilize  (at  least  over  the 
past  decade)  unanticipated  inflation  to  transfer  resources  from  retired  pen¬ 
sioners  to  active  workers  and  employers  and  to  subsidize  inflation-erosion 
implicit  in  the  income-testing  features  of  public  pension  plans. 

On  the  borrowing  side  of  the  market,  the  most  obvious  potential 
beneficiaries  of  creating  markets  in  indexed  debt  securities  are  homeowners 
and  public  utilities.  For  homeowners,  there  is  no  tax  subsidy  of  conven¬ 
tional  debt,  and  the  real  return  on  owner-occupied  housing  is  (if  any¬ 
thing)  positively  correlated  with  inflation.25  However,  innovation  costs 
are  high  in  this  market  (in  part  because  of  the  relatively  small  size  of 
each  borrowing  transaction);  in  addition,  several  legal  barriers  exist  (such 
as  Section  6  of  the  Interest  Act)  that  at  a  minimum  create  risks  for 
private-sector  loans  based  on  indexed  homeowner-mortgage  contracts.  For 
public  utilities,  both  regulatory  intervention  and  the  broad-based  nature  of 
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their  market  should  result  in  a  relatively  high  degree  of  independence  for 
real  returns  from  inflation.  However,  existing  regulatory  practices  also 
introduce  an  element  of  negative  correlation  through  the  effects  of  a  tilt 
introduced  into  utility  pricing.26  Moreover,  the  necessity  of  having  to 
convince  regulatory  authorities  as  well  as  the  utilities  themselves  as  to  how 
benefits  may  be  derived  from  the  use  of  indexed  debt  instruments  substan¬ 
tially  increases  the  cost  of  innovation. 

The  need  for  a  'sufficient  set'  of  markets  in  indexed  debt  instruments 
is  a  substantial  barrier  to  private  sector  innovation.  Here,  the  main 
problem  is  one  of  facilitating  intermediation.  The  efficiency  of  the  capital 
markets  rests  to  a  considerable  extent  on  the  ability  of  a  diverse  set  of 
financial  institutions  to  intermediate  between  borrowers  and  lenders  in  the 
face  of  a  small  degree  of  intermediation  risk  associated  with  relatively 
subtle  mismatches  of  assets  and  liabilities.  For  such  intermediation  to 
function  effectively,  markets  must  exist  in  a  large  number  of  financial 
assets  that  are  imperfect  but  close  substitutes  in  terms  of  their  risk  char¬ 
acteristics.  For  this  efficiency  to  be  replicated  vis-a-vis  indexed  debt 
instruments,  these  require  an  equally  large  number  of  markets  that  are 
close  but  imperfect  substitutes  for  one  another.  In  particular,  markets 
are  required  for  the  entire  spectrum  of  possible  maturities  for  indexed 
debt.  Creating  an  entire  spectrum  of  markets  is  obviously  even  more  of  a 
public-good  problem  than  if  only  one  single  market  were  required. 

The  primary  conclusion  to  be  drawn  from  this  discussion  is  that  there 
are  many  reasons  why  it  would  be  unlikely  for  private  firms  to  find  it 
profitable  to  create  the  markets  in  indexed  debt  instruments.  The  public- 
good  aspects  of  the  problem  provide  a  clear  justification  for  the  govern¬ 
ment  to  do  so.  I  accordingly  turn  now  to  a  description  of  how  such 
government  intervention  should  be  designed. 

How  to  create  markets  in  indexed  bonds 


There  are  a  number  of  ways  in  which  governments  can  act  to  create  mar¬ 
kets  in  indexed  bonds  and  to  encourage  private-sector  use  of  indexed  debt 
instruments.  In  the  context  of  pension  reform,  the  critical  need  is  to 
create  markets  in  a  wide  spectrum  of  maturities  of  indexed  bonds  which 
can  serve  as  immunizing  investments  for  pension  fund  sponsors.  Such 
markets  should  be  of  sufficient  breadth  and  depth  to  make  indexed  bonds 
at  least  as  liquid  an  investment  as  conventional  government  bonds  are  now. 
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The  creation  of  a  sufficient  set  of  markets  in  indexed  bonds  could  be 
accomplished  by  the  following  three  government  actions: 

issuing  indexed  government  bonds  with  a  relatively  large  number  of 
differing  maturities; 

requiring  private  pensions  to  be  indexed  after  retirement;  and 

requiring  RRSP  and  RPA  funds  to  be  invested  in  indexed  life  annu¬ 
ities  on  wind-up  at  age  71  in  order  to  continue  to  qualify  for  favoured  tax 
treatment. 

As  noted  earlier,  the  second  and  third  of  these  actions  would  be  desirable 
to  eliminate  inequities,  to  protect  pensioners  from  the  risks  of  unantici¬ 
pated  inflation,  and  to  ensure  that  part  of  the  costs  of  private  pensions 
are  not  transferred  to  public  pension  plans. 

In  combination,  these  three  government  actions  would  by  themselves 
lead  to  a  substantial  demand  for  indexed  debt  instruments,  even  though 
many  underwriters  of  indexed  annuities  might  choose  to  continue  to  invest 
at  least  part  of  their  portfolio  in  assets  other  than  indexed  bonds.27 

The  importance  of  providing  a  varying  range  of  maturities  of  indexed 
government  bonds  must  be  emphasized.  For  pension  fund  sponsors  and 
insurance  companies  to  be  able  to  utilize  indexed  debt  instruments  effici¬ 
ently  as  a  means  of  eliminating  inflation  risk,  it  is  necessary  for  them  to 
be  able  to  invest  in  a  portfolio  of  varying  maturities  that  generates  predic¬ 
table  real  cash  inflows  which  can  be  matched  closely  with  contractually- 
defined  real  cash  payments  to  annuity  recipients.  The  need  for  a  varying 
mix  of  maturities  is  potentially  even  greater  where  pension  fund  sponsors 
and  insurance  companies  wish  to  adopt  a  mixed  strategy  in  which  some 
exposure  to  risk  is  accepted  in  order  to  generate  higher  expected  real 
investment  returns. 

The  purpose  of  creating  markets  in  indexed  government  bonds  is,  of 
course,  to  provide  a  basis  for  efficient  private  sector  immunization  of 
pension  sponsors  from  the  risks  otherwise  associated  with  providing  in¬ 
dexed  pensions.  A  beneficial  by-product  of  doing  so  is  that  the  costs  of 
subsequent  private-sector  innovation  to  broaden  the  market  for  indexed 
debt  instruments  are  substantially  reduced.  The  major  public-good  bene¬ 
fits  from  creating  a  set  of  markets  in  indexed  debt  instruments  are  ob¬ 
tained  once  a  reasonably  complete  set  of  markets  in  indexed  bonds  of 
varying  maturities  exists. 
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To  encourage  further  private  sector  use  of  indexed  debt  instruments, 
it  would  be  desirable  if  the  following  additional  government  actions  were 
also  undertaken: 

modifying  legal  provisions  that  inadvertently  create  legal  barriers  to 
the  use  of  indexed  instruments; 

modifying  other  regulatory  intervention  (such  as  utility  pricing  regu¬ 
lation)  to  permit  the  achievement  of  potential  efficiency  gains  that  are 
created  by  the  existence  of  markets  in  indexed  debt; 

elimination  of  tax  distortions  that  discourage  the  use  of  indexed  debt 
by  private  corporations  ; 

providing  CMHC  insurance  for  indexed  homeowner  mortgages;  and 

eliminating  tax  distortions  that  discourage  the  purchase  of  indexed 
life  annuities  outside  RRIPs. 

These  additional  actions  are  more  difficult  to  implement  than  the  creation  of 
a  relatively  broad  market  in  indexed  government  bonds,  in  part  because 
some  of  them  require  action  by  both  federal  and  provincial  governments. 
However,  implementing  them  would  still  be  highly  beneficial,  leading  to  a 
further  broadening  of  the  market  and  to  utilizing  it,  to  reduce  the  costs  of 
financing  private-sector  investment. 

Eliminating  the  tax  distortions  that  now  discourage  individuals  from 
purchasing  taxable  life  annuities  would  be  a  particularly  worthy  action. 
This  would  not  only  add  to  the  demand  for  indexed  debt  instruments,  but 
also  increase  market  efficiency  through  providing  an  investment  vehicle  by 
which  individuals  could  pool  mortality  risks.  As  noted  earlier,  the  most 
important  market  failure  induced  by  unpredictable  inflation,  from  the 
viewpoint  of  redistributive  efficiency,  is  not  the  disappearance  of  markets 
in  long-term  private  debt  contracts  so  much  as  the  consequent  inability  of 
individuals  to  trade  in  annuities  contracted  in  real  terms.  Without  elimin¬ 
ating  tax  distortions,  indexed  annuities  would  be  taxed  on  the  sum  of  the 
real  realized  return  on  investments  and  the  rate  of  inflation,  thus  substan¬ 
tially  increasing  their  costs.  A  more  neutral  tax  treatment  would  allow 
indexed  annuities  to  be  taxed  only  on  the  real  component  of  realized  invest¬ 
ment  income.28 

The  private  costs  of  incremental  innovation  to  create  indexed  debt 
instruments  for  private  borrowers  and  lenders  become  substantially  lower 
once  a  sufficiently  complete  set  of  markets  has  been  created  in  indexed 
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government  bonds  of  varying  maturities.  Moreover,  once  there  is  a  sub¬ 
stantial  market  among  pension  fund  and  life  insurance  companies  for  in¬ 
dexed  investments,  private  sector  innovation  in  the  development  of  indexed 
debt  instruments  for  private  borrowers  will  be  encouraged  by  lenders' 
interests  in  obtaining  a  more  diversified  range  of  investment  opportunities. 
Such  innovation  might  occur  in  any  one  of  several  potential  areas.  While 
homeowner  mortgages  and  public  utility  financing  are  obvious  places  where 
such  market  broadening  could  easily  be  encouraged  by  governments,  the 
development  of  indexed  instruments  for  these  markets  may  reguire  substan¬ 
tial  changes  in  existing  regulations.  It  may  be  that  mortgages  on  commer¬ 
cial  real  estate  (particularly  shopping  centres  and  office  buildings)  would 
be  the  easiest  place  for  private  sector  innovation  in  indexed  debt  finan¬ 
cing. 

Risks  associated  with  the  creation  of  markets  in  indexed  bonds 


One  of  the  reasons  why  governments  have  been  slow  to  create  markets  in 
indexed  debt  instruments  is  that  many  individuals  in  the  financial  commun¬ 
ity  have  expressed  grave  reservations  about  the  longer-term  social  effects 
of  further  indexation  initiatives.  In  addition,  others  have  expressed  fears 
that  such  action  may  cause  dislocating  effects  in  the  capital  markets,  at 
least  in  the  short  run. 

It  is  noteworthy  that  these  same  fears  and  concerns  were  widely 
expressed  in  the  British  financial  community  prior  to  the  U.K.  govern¬ 
ment's  decision  to  issue  indexed  long-term  bonds.  However,  the  introduc¬ 
tion  of  indexed  debt  instruments  has  had  no  discernible  side-effects  on  the 
U.K.  capital  markets.29  It  is  unlikely  that  the  issuance  of  indexed  gov¬ 
ernment  bonds  in  Canada  would  have  side-effects  that  were  any  more 
noticeable. 

The  concern  over  longer-term  implications  is  a  more  subtle  question. 
On  the  one  hand,  it  should  be  emphasized  that  the  budgetary  incentives 
created  by  government  issuance  of  indexed  debt  are  all  in  the  direction  of 
reducing  the  existing  means  by  which,  through  unanticipated  inflation,  the 
government's  real  interest  expense  can  be  decreased  in  the  short  run. 
Since  it  is  the  government  which  has  the  principal  power  to  alter  the  rate 
of  inflation,  it  would  seem  appropriate  that  the  government  not  be  able  to 
derive  short-run  political  benefits  from  increases  in  inflation.  On  the 
other  hand,  there  is  equally  no  question  that  pension  indexation  reduces 
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some  of  the  social  costs  of  inflation.  To  the  extent  that  reducing  those 
costs  makes  it  easier  for  societies  to  accept  inflation,  it  is  possible  that 
indexation  may  affect  expectations  of  future  inflation.30  In  terms  of  its 
impact  on  the  social  costs  that  are  reflected  in  pressures  put  on  politi¬ 
cians,  pension  indexation  can  be  likened  to  unemployment  insurance,  in  a 
similar  fashion  reducing  social  costs  and  inequities.  Whether  pension 
indexation  would  in  fact  result  in  a  higher  average  rate  of  inflation  in 
Canada  is  a  question  which  can  be  debated  at  length  without  resolution. 3 1 
While  such  an  effect  is  certainly  conceivable  (and  may  indeed  have  been 
significant  in  some  countries  where  runaway  inflation  is  endemic),  it  is 
doubtful  that  it  would  be  of  material  significance  in  the  Canadian  context. 
Macroeconomic  effects  that  might  be  of  potential  concern  would  arise  only  if 
pension  indexation  were  to  lead  to  a  greater  degree  of  indexation  of  cur¬ 
rent  wage  compensation.  This  is  unlikely.  Indeed,  if  perfect  labour 
markets  and  rational  expectations  could  be  assumed,  better  indexation  of 
workers'  pension  rights  should  lead  to  a  lessened  degree  of  indexation  of 
current  wages. 

CONCLUSIONS 

The  indexation  of  private  pension  benefits  and  the  creation  of  markets  in 
indexed  bonds  are  intimately  related  initiatives.  Government  intervention 
to  require  the  former  is  not  socially  efficient  without  also  taking  steps  to 
encourage  the  latter.  Indeed,  the  cost  to  private  pension  sponsors  of 
indexing  post-retirement  benefits  is  substantially  higher  if  indexed  long¬ 
term  bonds  are  not  available  as  investments. 

The  development  of  a  set  of  markets  in  indexed  debt  instruments  of 
differing  maturities  would  represent  a  substantial  innovation  in  the  capital 
markets.  Because  a  large  part  of  the  social  benefits  of  this  innovation 
could  not  be  captured  by  private  innovators,  the  government  must  take 
the  first  steps  in  organizing  such  markets  by  selling  issues  of  indexed 
government  long-term  bonds.  As  in  the  United  Kingdom,  the  first  issues 
could  be  of  limited  size,  with  subsequent  expansion  taking  place  gradually 
after  financial  market  participants  have  become  accustomed  to  the  invest¬ 
ment  characeristics  of  indexed  bonds. 

In  order  to  introduce  markets  in  indexed  bonds  with  minimal  effects 
on  other  financial  markets,  it  would  be  useful  for  the  first  steps  in 
creating  such  markets  to  be  undertaken  well  before  any  change  occurs  in 
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pension  regulations,  or  in  tax  legislation  to  require  indexation  of  private 
pension  benefits  or  annuities  eligible  for  Registered  Retirement  Income 
Plans .  Such  prior  creation  of  markets  in  indexed  government  bonds  would 
permit  the  supply  of  indexed  bonds  to  be  expanded  relatively  easily  as  the 
demand  for  them  grows  in  response  to  the  implementation  of  pension  index¬ 
ation  requirements.  It  would  also  make  implementation  of  pension  indexa¬ 
tion  requirements  easier,  in  that  pension  fund  investment  managers  would 
already  have  become  accustomed  to  the  investment  characteristics  and 
performance  of  indexed  debt  instruments. 

The  potential  benefits  of  creating  markets  in  indexed  debt  securities 
are  considerable,  extending  well  beyond  that  of  reducing  the  cost  of 
private  pension  indexation.  Once  a  relatively  complete  set  of  markets  in 
indexed  government  bonds  of  varying  maturities  has  become  well  estab¬ 
lished,  the  costs  of  private  innovation  to  develop  indexed  debt  instruments 
for  private  borrowers  are  substantially  reduced,  and  it  is  likely  that 
private  issues  of  indexed  debt  instruments  (especially  indexed  mortgages) 
would  begin  to  occur.  The  existence  of  markets  in  indexed  debt  securities 
would  provide  borrowers  with  an  opportunity  to  obtain  long-term  funds  at 
a  known  real  cost,  thus  permitting  them  to  avoid  the  risks  implicit  in 
existing  unindexed  debt-financing  arrangements.  For  at  least  some  bor¬ 
rowers,  the  risk-adjusted  real  cost  of  financing  long-term  investments 
would  be  reduced. 

Within  the  context  of  pension  reform,  the  introduction  of  markets  in 
indexed  long-term  bonds  would  have  two  important  benefits  in  addition  to 
reducing  the  cost  of  pension  indexation.  First,  it  would  provide  a  means 
by  which  pension  sponsors  could  totally  immunize  themselves  from  any 
risks  otherwise  associated  with  indexed  pension-benefit  commitments.  (By 
contrast,  immunization  could  at  best  remain  incomplete  for  issuers  of  in¬ 
dexed  pension  annuities  under  alternative  excess-interest  schemes.) 
Second,  the  pension  indexing  could  be  complete,  in  that  pension  benefits 
could  be  adjusted  by  amounts  that  completely  reflect  changes  in  any  speci¬ 
fied  index  of  the  cost  of  consumption  goods  and  services.  (By  contrast, 
yearly  pension  adjustments  would  be  imperfectly  correlated  with  changes  in 
consumer  prices  under  alternative  excess-interest  schemes.)  A  noteworthy 
additional  advantage  of  the  'true'  pension  indexing  that  is  made  possible 
by  the  existence  of  indexed  bonds  is  that  it  is  easier  to  explain  to  pension 
recipients  than  excess-interest  alternatives. 

From  a  social  and  political  viewpoint,  a  final  advantage  of  creating 
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markets  in  indexed  long-term  bonds  and  so  permitting  'true'  pension  index¬ 
ation  is  that  it  substantially  widens  the  range  of  policy  choices  that  are 
feasible  to  adopt.  By  materially  reducing  the  potential  cost  of  private 
pension  indexation,  the  introduction  of  indexed  bonds  substantially  in¬ 
creases  the  feasibility  of  providing  indexed  pensions  through  the  private 
sector  rather  than  through  government-administered  schemes  such  as  the 
CPP.  It  thus  has  a  major  effect  on  the  political  trade-offs  implicit  in  the 
decisions  that  must  be  made  on  all  of  the  underlying  fundamental  issues 
regarding  the  role  of  government  in  the  Canadian  pension  system. 


NOTES 


1  These  issues  are  both  equally  important  in  discussing  other  initia¬ 
tives  aimed  at  reducing  the  social  cost  of  a  high  and  volatile  rate  of 
inflation.  See  for  example  the  discussion  of  the  optimal  design  of 
indexed  mortgages  in  Bossons  (1982a). 

2  Some  of  these  issues  are  discussed  in  Pesando's  overview  paper.  In 
the  context  of  final-average  def ined-benef it  plans,  expected  nominal 
pension  benefits  are  already  indexed  prior  to  retirement  by  virtue  of 
being  based  on  earnings  in  the  final  working  years. 

3  It  may  be  noted  that  this  assumes  irrational  behaviour  on  the  part  of 
workers  and  their  unions  (a  form  of  'inflation  illusion’).  Alterna¬ 
tively,  the  same  conclusion  would  follow  if  workers  and  unions  system¬ 
atically  tended  to  underestimate  future  inflation.  Either  case  is  an 
example  of  worker  misperception  of  the  accrued  real  value  of  pension 
benefits . 

4  For  a  review  of  the  Lortie  report  and  of  possible  government  responses 
to  it,  see  Bossons  (1983). 

5  The  'inequity'  occurs  as  a  result  of  the  market  failure  described 
previously. 

6  The  problem  here  would  not  arise  if  it  were  possible  to  buy  a  joint 
and  survivor  life  annuity  contracted  in  real  terms.  The  pension 
rights  of  the  single  retired  person  could  then  be  evaluated  as  the 
cost  of  an  indexed  life  annuity  for  that  person  and  translated  into  a 
joint  and  survivor  life  annuity  costing  the  same  amount. 

7  Doug  Purvis  has  noted  (in  his  following  comments)  the  importance  of 
recognizing  that  pension  contracts,  whether  specified  in  real  or 
nominal  terms,  can  be  rewritten.  He  argues  that  to  contrast  indexed 
pensions  with  pensions  that  are  permanently  fixed  in  nominal  terms 
overstates  the  argument  in  favour  of  indexation.  Empirically,  this 
comment  has  validity,  in  that  a  significant  fraction  of  pensions 
received  by  retired  workers  has  been  increased  voluntarily  by  pension 
sponsors  to  compensate  for  the  inflation-induced  erosion  of  real 
benefits.  (From  a  labour  market  viewpoint,  such  voluntary  action  may 
be  viewed  as  an  investment  in  the  credibility  of  pension  arrangements 
as  seen  by  currently  active  workers.)  Nevertheless,  it  is  important 
to  note  that  such  voluntary  adjustments  after  retirement  are  far  from 
universal;  that  the  pensioner  cannot  count  on  such  adjustments  occur¬ 
ring;  and  that  even  where  they  have  occurred,  the  adjustments  general¬ 
ly  have  amounted  to  no  more  than  the  equivalent  of  50  per  cent  index- 
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ation.  While  voluntary  adjustments  reduce  the  incidence  of  inequities 
that  would  otherwise  occur,  they  leave  inflation  risk  largely  borne  by 
pensioners  and  do  not  affect  the  efficiency  arguments  supporting 
pension  indexation. 

8  The  requirement  is  implicit  in  the  choice  of  a  base  rate  equal  to  the 
assumed  real  rate  of  return  which  pension  funds  can  earn  in  an  infla¬ 
tion-free  environment.  See  for  example  page  26  of  the  Green  Paper. 
The  Green  Paper  notes  that  other  alternative  ways  of  implementing 
inflation  protection  could  be  considered.  Some  of  these  are  outlined 
in  a  supplementary  paper. 

9  More  accurately,  the  nominal  rate  of  return  is  (1  +  r)  (1  +  p)  -  1, 
where  r  is  the  contracted  real  interest  rate  and  p  is  the  rate  of 
inflation.  The  inflation  adjustment  might  either  be  paid  currently  or 
added  to  the  outstanding  principal;  in  the  latter  case,  it  would  be 
necessary  to  hold  a  higher  quantity  of  short  maturities  in  the  invest¬ 
ment  portfolio,  thus  reducing  the  overall  average  real  rate  of  return 
from  the  portfolio. 

10  This  is  because  the  real  rate  of  return  from  nominally  denominated 

Treasury  bills  is  not  riskless.  For  example,  over  the  1953-80  period, 
its  standard  deviation  amounted  to  2.0  per  cent,  more  than  twice  the 
average  real  return  on  bills  in  this  period.  Indeed,  the  average  real 
rate  of  return  on  91-day  Treasury  bills  was  negative  in  eight  of  the 
past  30  years.  See  Pesando  (1983,  Table  1). 

11  The  yield  on  indexed  bonds  has  risen  above  3  per  cent  in  recent  months 

in  response  to  the  world-wide  increase  in  expected  real  interest 

rates . 

12  It  should  be  noted  that  it  is  an  open  question  as  to  whether  this 

assumption  is  accurate.  The  assumption  of  a  real  anticipated  yield  on 
conventional  long-term  bonds  of  3.5  per  cent  under  normal  circum¬ 

stances  implicitly  presumes  the  relatively  low  expected  inflation  that 
existed  prior  to  the  early  1970s.  Under  present  circumstances,  real 
interest  rates  on  long-term  conventional  bonds  are  considerably  higher 
than  3.5  per  cent,  reflecting  both  some  compensation  for  the  non¬ 

neutral  taxation  of  the  increased  inflation  component  of  nominal 
interest,  and  a  higher  risk  premium  to  compensate  for  increased  un¬ 
certainty  about  future  inflation  rates. 

13  Realized  real  yields  on  long-term  Canada  bonds  have  actually  been  2.5 
to  3  percentage  points  above  the  realized  real  yield  on  91-day 
Treasury  bills  only  in  two  of  the  last  30  years  (1953  and  1967);  they 
were  negative  in  16  years  and  more  than  5  percentage  points  above  the 
real  return  on  Treasury  bills  in  five  years.  Even  over  the  relatively 
non-inf lationary  years,  1953-64,  when  the  average  inflation  rate  was 
less  than  2  per  cent,  the  average  real  yield  on  long-term  Canada  bonds 
was  only  1.62  per  cent  -  little  more  than  the  average  real  yield  on 
Treasury  bills  over  the  same  period.  (This  result  is  due  largely  to 
the  abnormal  experience  of  the  Coyne  years,  1958-62,  during  which  the 
mean  real  return  realized  on  long-term  bonds  was  1.5  percentage  points 
below  the  real  return  on  Treasury  bills.)  Data  on  real  rates  of 
return  realized  on  Treasury  bills  and  bonds  over  the  1953-80  period  is 
provided  in  Pesando  (1983,  Table  1). 

14  This  point  has  previously  been  made  by  Tobin  (1963).  It  is  an  open 
question  as  to  how  much  the  differential  yield  would  be  lower  for 
indexed  long-term  bonds.  Two  points  should  be  noted.  First,  to  a 
considerable  extent,  the  question  is  one  of  debt  management,  since  the 
quantity  of  indexed  bonds  supplied  to  the  market  by  the  government  is 
itself  a  decision  variable  for  the  government.  In  the  British  case, 
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on  the  order  of  half  of  the  U.K.  government  deficit  is  currently  being 
financed  by  the  issuance  of  new  indexed  long-term  bonds.  Second,  it 
is  likely  that  the  differential  yield  on  indexed  long-term  bonds 
relative  to  Treasury  bills  is  a  decreasing  function  of  the  perceived 
level  of  uncertainty  regarding  future  inflation,  reflecting  increases 
in  the  demand  for  indexed  long-term  bonds  as  inflation  uncertainty 
rises  by  investors  whose  preferred  habitat  is  in  the  long  end  of  the 
market.  If  this  is  true,  then  current  yields  on  indexed  long-term 
U.K.  bonds  may  be  depressed  by  the  relatively  high  world-wide  level  of 
inflation  uncertainty  among  current  investors. 

15  For  the  purposes  of  this  calculation,  an  annuity  over  a  fixed  terra  of 
21  years  is  assumed;  the  assumed  term  corresponds  to  the  expected 
lifetime  of  workers  and  surviving  spouses  at  retirement.  Semi-annual 
compounding  is  assumed.  The  real  yields  assumed  in  each  case  are 
rounded  upwards. 

16  This  possibility  is  suggested  as  a  means  of  reducing  the  cost  of 
indexation  in  a  supplementary  paper  issued  along  with  the  Green  Paper. 
Cf.  Canada,  Privy  Council  Office,  Task  Force  on  Pensions,  Supplemen¬ 
tary  Note  No.  1:  Inflation  Protection. 

17  As  before,  the  costs  are  approximated  by  being  calculated  on  a 

21-year,  fixed-term  annuity  with  semi-annual  compounding.  In  all 

cases  of  indexed  pensions,  it  is  assumed  that  pension  funds  are 
invested  in  indexed  long-term  bonds  yielding  3  per  cent. 

18  More  sophisticated  versions  would  provide  for  a  subsequent  catch-up  by 
causing  the  wage  or  pension  to  be  increased,  during  periods  when 
average  real  wages  rise,  to  make  up  for  any  losses  in  purchasing  power 
that  occurred  during  previous  periods  in  which  real  wages  fell. 

19  Merton  (1982)  has  proposed  that  benefits  of  government  pension  plans 
such  as  the  GIS  or  CPP  be  indexed  to  average  per  capita  consumption, 
which  is  roughly  equivalent  to  wage  indexation.  Some  implications  of 
this  proposal  for  intergenerational  equity  are  noted  in  Bossons 
(1982b). 

20  Assuming  that  the  real  yield  (measured  in  terms  of  the  CPI)  on  bonds 
indexed  to  an  index  of  average  wages  would  be  3  per  cent  less  the 
expected  rate  of  growth  of  labour  productivity  (say,  2  per  cent) ,  then 
the  cost  to  pension  sponsors  of  a  post-retirement  annuity  indexed  to 
average  wage  rates  would  be  a  45  per  cent  higher  than  the  cost  of  a 
CPI-indexed  annuity  with  a  2  per  cent  planned  downward  tilt. 

21  The  requirement  that  RRIP  instruments  be  indexed  life  annuities  need 
not  imply  modification  of  the  current  option  allowing  such  annuities 
to  have  a  minimum  term  of  up  to  15  years.  However,  all  eligible 
annuities  should  be  required  to  be  life  annuities  to  prevent  indivi¬ 
duals  from  obtaining  higher  current-pension  income  through  making 
themselves  eligible  for  income-tes ted  government  pensions  in  their 
last  years  of  life. 

22  Supplementary  Note  No.  1:  Inflation  Protection,  ibid.,  page  7. 

23  For  example,  assuming  an  expected  inflation  rate  of  7  per  cent,  per¬ 

mitting  a  maximum  downward  tilt  in  real  pensions  of  2  per  cent  yearly, 
is  the  equivalent  in  expected  value  terms  of  requiring  that  pensions 
be  indexed  by  at  least  71  per  cent  of  the  rate  of  inflation  (or, 
alternatively,  of  requiring  that  at  least  71  per  cent  of  pension 

benefits  be  fully  indexed) .  The  differences  between  the  effects  of 

these  alternative  forms  of  regulation  arise  only  because  of  the  ef¬ 
fects  of  inflation  rates  that  differ  from  the  assumed  rate. 

24  As  an  alternative,  it  would  be  possible  to  provide  that  nominal  pen¬ 
sions  be  adjusted  upwards  each  year  by  the  amount  by  which  the  rate  of 


357 


inflation  exceeds  a  stated  value  (e.g.,  2  per  cent).  This  would  keep 
nominal  pensions  from  being  adjusted  downwards  if  the  rate  of  infla¬ 
tion  was  less  than  this  value.  This  alternative  would  change  the  risk 
characteristics  of  inflation  to  the  pensioner's  favour;  the  value  of 
this  change  would  be  the  value  of  the  put  options  which  the  pension 
beneficiary  would  implicitly  then  receive.  If  this  alternative  were 
chosen,  it  would  be  desirable  (though  not  essential)  that  indexed 
bonds  also  be  indexed  by  the  same  'excess  inflation'  percentage. 

25  The  positive  correlation  generally  experienced  during  the  1970s  was 
largely  due  to  the  favoured  tax  treatment  of  inflation-induced  nominal 
capital  gains  accrued  on  owner-occupied  homes.  This  results  from  the 
taxation  of  spurious  inflation-induced  nominal  gains  realized  on  other 
assets.  This  source  of  positive  correlation  is  substantially  lessened 
by  the  introduction  of  the  Indexed  Shareholder  Investment  Plan. 

26  See,  for  example,  Helliwell  and  Lester  (1976).  The  resulting  inter¬ 
temporal  pattern  of  real  utility  prices  is  clearly  irrational,  and 
introduces  a  substantial  bias  against  capital-intensive  investments 
such  as  nuclear  generating  stations. 

27  As  noted  earlier,  many  pension  sponsors  and  life  insurance  companies 
may  choose  to  accept  incomplete  immunization  in  order  to  obtain  the 
higher  expected  returns  for  their  shareholders  that  may  be  obtained  by 
accepting  exposure  to  risk.  An  important  regulatory  problem  not 
discussed  here  is  the  distorting  incentives  that  are  created  by  gov¬ 
ernment  guarantees  of  pension  annuity  benefits.  The  possibility  of 
such  a  guarantee  program  is  raised  on  page  32  of  the  Green  Paper. 

28  This  proposal  would  represent  a  broadening  of  the  class  of  investments 
and  intermediaries  now  eligible  for  taxation  on  an  indexed  basis.  At 
the  present  time,  the  Indexed  Shareholder  Investment  Plans  (ISIPs) 
permit  common  stock  investment  to  be  taxed  on  an  indexed  basis, 
whether  held  directly  by  individuals  or  through  mutual  funds,  includ¬ 
ing  common  stock  plans  administered  by  insurance  companies.  The 
proposal  for  taxing  indexed  life  annuities  on  an  indexed  basis  would 
extend  the  definition  of  investments  eligible  for  indexation  to  annui¬ 
ties  that  are  contractually  fixed  in  real  terms  and  so  have  very 
different  risk  characteristics  from  common  stocks.  As  with  ISIPs,  it 
would  be  necessary  to  ensure  that  interest  on  funds  borrowed  to  fin¬ 
ance  the  purchase  of  an  indexed  life  annuity  not  be  deductible  for  tax 
purposes . 

29  I  am  indebted  to  T.  Burns  of  the  U.K.  Treasury  and  to  J.  Kay  of  the 
Institute  for  Fiscal  Studies  for  information  on  the  development  of 
indexed  bond  markets  in  Britain.  See  also  Kay  (1983). 

30  An  analogous  moral-hazard  problem  arises  in  virtually  all  insurance 
markets,  and  often  leads  to  private  market  failure.  Thus,  for  ex¬ 
ample,  fire  insurance  increases  the  occurrence  of  arson,  and  con¬ 
ceivably  may  cause  local  governments  to  spend  less  on  fire  protection 
services  than  they  otherwise  would.  Similarly,  it  is  conceivable  that 
life  insurance  may  cause  individuals  to  have  medical  checkups  less 
frequently  than  would  otherwise  be  the  case. 

31  It  should  be  emphasized  that  the  development  of  markets  in  indexed 
debt  instruments  also  reduces  the  social  costs  of  fighting  inflation 
that  now  occur  because  of  the  inability  of  borrowers  to  protect  them¬ 
selves  from  unexpected  increases  in  real  borrowing  costs.  With  in¬ 
dexed  debt  instruments  available,  it  would  be  possible  for  borrowers 
to  fix  the  real  rate  of  interest  over  the  period  of  a  loan,  thus 
restricting  the  impact  of  a  policy  of  monetary  tightening  to  real 
interest  rates  faced  by  new  borrowers.  This  possibility  would  elimin¬ 
ate  much  of  the  substantial  political  opposition  to  the  temporarily 
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higher  interest  rates  that  necessarily  occur  as  a  consequence  of 
unanticipated  monetary  restraint.  Put  differently,  this  possibility 
would  permit  anti-inflationary  monetary  policy  to  be  less  'gradualist' 
and  so  to  be  more  effective  in  its  impact  on  the  expected  rate  of 
inflation. 
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Registered  Pension  Accounts  (RPAs)  as 
an  Instrument  of  Pension  Reform 

C.  K.  Marchant 


INTRODUCTION 

Better  Pensions  for  Canadians,  popularly  known  as  the  federal  govern¬ 
ment's  Green  Paper  on  pension  reform,  sets  forth  the  following  objectives: 

Elderly  Canadians  should  be  guaranteed  a  reasonable  minimum  income. 

The  opportunities  and  arrangements  available  to  Canadians  to  provide 
for  their  retirement  should  be  fair. 

Canadians  should  be  able  to  avoid  serious  disruption  of  their  pre¬ 
retirement  living  standards  upon  retirement.  (Canada  1982,  1,  11) 

The  purpose  of  this  paper  is  to  examine  the  Registered  Pension  Account 
(RPA)  concept  proposed  in  the  Green  Paper,  particularly  in  relation  to 
these  stated  objectives. 

The  proposed  RPA  is  a  tax  vehicle  under  which  eligible  contributions 
and  investment  earnings  would  be  subject  to  tax  deferral  until  retirement, 
when  they  would  then  be  converted  to  an  annuity  or  other  like  instrument. 
The  principal  role  of  the  RPA  in  pension  reform  would  be,  in  relation  to 
earlier  vesting  and  portability,  as  the  receiving  vehicle  for  accrued  pen¬ 
sion  benefits  on  employee  termination. 

At  this  stage,  federal  government  descriptions  of  the  RPA  concept  are 
still  incomplete.  For  this  paper,  eight  issues  selected  for  their  potential 
significance  are  raised,  rather  than  attempting  a  necessarily  speculative 
treatment  of  the  full  range  of  technical  questions  which  may  ultimately 
have  to  be  addressed.  These  eight  issues  are: 
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1  The  RPA  as  a  portability  vehicle,  particularly  with  reference  to  its 
impact  on  employer  pension  plans 

2  The  RPA  and  extended  pension  plan  coverage 

3  Contribution  and  accumulation  limits:  the  RPA  as  a  retirement- 
savings  vehicle 

4  RPA  investment  rules 

5  Locking-in 

6  Restrictions  on  the  number  and  form  of  RPAs 

7  RPAs  and  financial  institutions 

8  Some  federal-provincial  implications 

There  are  strong  linkages  between  the  RPA  concept  and  many  other 
key  areas  of  pension  reform.  For  example,  the  proposed  RPA,  as  already 
noted,  would  play  a  central  role  with  respect  to  earlier  vesting  and  port¬ 
ability.  And  because  the  RPA  would  be  a  tax  vehicle,  it  would  also  raise 
similarly  broad  questions  concerning  taxation  equity,  as  well  as  the  overall 
tax-transfer  system  as  it  relates  to  pension  reform. 

The  Green  Paper  notes  that  an  RPA  could  be  the  vehicle  chosen  for 
mandatory  pension  coverage,  a  move  which  would  raise  many  complex  and 
sensitive  questions  of  public  policy.  As  a  mandatory  vehicle,  the  RPA 
would  also  in  many  respects  be  similar  to  the  Provincial  Universal  Retire¬ 
ment  System  (PURS)  proposal  advanced  by  the  Ontario  Royal  Commission 
on  the  Status  of  Pensions,  and  be  exposed  to  similar  criticisms,  i.e.,  on 
the  individual  bearing  the  underlying  investment  risk  and  on  the  length  of 
time  it  would  take  for  such  a  money-purchase  arrangement  to  mature. 

Including  the  RPA,  pension  reform  in  general  could  have  a  range  of 
impacts,  both  quantitative  and  institutional,  on  the  overall  structure  and 
functioning  of  the  capital  markets  in  Canada.  There  are  also  fundamental 
questions  as  to  the  relative  value  of  private  savings  (financial  claims  on 
the  future)  as  opposed  to  public  pension  arrangements  through  taxation, 
which  would  include  a  number  of  questions  relating  to  intergenerational 
transfers . 

While  certain  aspects  of  these  questions  are  touched  on  in  this  discus¬ 
sion  of  the  proposed  RPA,  a  more  comprehensive  treatment  is  left  to 
papers  presented  elsewhere  in  the  present  volume,  and  in  other  studies  of 
pension  reform  issues. 
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THE  RPA  CONCEPT 


First,  attention  should  be  drawn  to  the  main  features  of  the  RPA  concept 
as  outlined  in  the  Green  Paper  and  in  other  supplementary  and  background 
notes  issued  by  the  federal  government. 1 

The  RPA  is  really  not  a  new  concept:  it  is  a  label  which  the  authors 
of  federal  pension-reform  documentation  have  applied  to  a  set  of  proposed 
changes  to  the  Registered  Retirement  Savings  Plan  (RRSP).  In  many 
respects,  the  RPA  would  be  similar  or  identical  to  the  existing  RRSP.  It 
would  be  a  retirement-savings  vehicle  owned  by  the  individual,  with  tax- 
sheltered  contributions  within  defined  limits  and  tax  deferral  of  investment 
earnings  within  the  plan.  It  would  have  similar  rules  to  the  present  RRSP 
in  terms  of  conversion  to  an  annuity  or  Registered  Retirement  Income  Fund 
(RRIF)  income  stream  within  a  defined  range  of  retirement  age  (60  to  71 
years).  Like  an  RRSP,  the  RPA  could  receive  tax-free  rollovers  of  bene¬ 
fits  from  employer  pension  plans.  This  feature  is  important,  and  may 
imply  some  broadening  of  the  rules  (since  RPAs  or  modified  RRSPs  are 
intended  to  play  a  central  role  in  pension  portability).  In  particular,  the 
RPA  would  be  the  receiving  financial  vehicle,  on  a  tax-free  rollover  basis, 
of  vested  employee-pension  benefits  on  termination  of  employment  under  a 
particular  pension  plan,  unless  the  employee  elected  to  do  otherwise  (e.g., 
to  stay  in  the  plan,  or  to  arrange  for  transfer  of  vested  benefits  to  a  new 
employer).  It  is  also  proposed  in  the  Green  Paper  that  employee  contri¬ 
butions  to  a  pension  plan  also  be  rolled  into  an  RPA  where  termination 
occurs  prior  to  vesting.  As  with  RRSPs,  contributions  to  spousal  RPAs 
would  be  permitted. 

Two  of  the  principal  differences  between  the  RPA  as  proposed  and 
the  RRSP  as  it  now  exists  are: 

The  RPA's  requirement  that  contributions  to  and  accruals  within  it  be 
'locked-in'  until  a  defined  minimum  retirement  age  with  only  limited  excep¬ 
tions  (death  or  disability),  while  taxable  withdrawals  are  permitted  from 
RRSPs;  and 

The  proposal  that  an  individual  be  restricted  to  one  RPA  at  any  one 
time,  while  an  individual  may  choose  to  have  multiple  RRSPs  if  he  or  she 
so  desires. 

Other  potentially  very  important  differences  are  hinted  at  but  not  spelled 
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out  in  the  available  federal  documentation. 

The  single  most  significant  category  of  unanswered  questions  relates 
to  contribution  and  accumulation  limits  which  would  apply  to  RPAs.  The 
Green  Paper  notes  that  the  existing  rules  for  contributions  to  Registered 
Pension  Plans  (RPPs)  and  RRSPs  are  implicitly  inequitable.  In  particular, 
persons  with  access  to  a  significant  RPP  may  obtain  greater  tax-deductible 
contributions  through  a  combination  of  an  RPP  and  RRSP  than  an  individ¬ 
ual  who  may  only  contribute  to  his  own  RRSP.  The  Green  Paper  also 
notes  that  greater  fairness  and  flexibility  could  be  introduced  to  take 
account  of  variations  in  earning  levels  on  a  year-to-year  basis.  Although 
not  emphasized  in  the  Green  Paper,  the  contribution  limits  for  RRSPs  have 
not  been  inflation-adjusted  or  otherwise  increased  since  1976,  remaining  at 
$3,500  for  a  taxpayer  who  is  also  a  member  of  an  RPP,  or  $5,500  for  one 
who  is  not.  Concern  is  also  expressed  in  the  Green  Paper  about  'exces¬ 
sive'  accumulations  within  RRSPs. 

The  Green  Paper  further  proposes  that  employer  contributions  to 
RPAs  be  permitted.  This  is  really  a  contribution-limits  question,  since  an 
employer  could  indirectly  (i.e.,  through  the  employee)  make  an  RRSP 
contribution  with  the  same  tax  effect  for  both,  providing  it  was  within  the 
individual's  RRSP  maximum  for  that  year.  (Deferred  Profit  Sharing  Plans 
(DPSP),  which  have  been  the  subject  of  significant  amendments  recently, 
could  represent  a  similar  choice). 

The  Green  Paper  implies  that,  upon  the  introduction  of  the  RPA 
concept,  RRSPs  would  be  'grandfathered'  but  in  other  respects  discontin¬ 
ued  as  a  tax-sheltering  retirement-savings  vehicle.  This  is  the  minimum 
required  if  there  is  not  to  be  retroactive  interference  with  existing  RRSPs. 
However,  such  a  move  may  be  viewed  as  unfortunate.  The  RRSP  is  now 
well  and  favourably  established  in  the  public  mind  and  in  the  financial 
markets  as  a  personal  retirement-savings  vehicle.  The  suggestion  that 
RRSPs  be  discontinued  as  a  future  retirement-savings  vehicle  once  RPAs 
were  introduced  reflects  a  probably  correct  judgement  that  individuals, 
given  a  choice,  would  prefer  the  RRSP  to  the  RPA. 

THE  RPA  AS  A  PORTABILITY  VEHICLE:  IMPACTS  ON  PENSION  PLANS 

As  outlined  in  the  Green  Paper,  two  central  features  of  pension  reform  in 
the  employer  pension-plan  sector  are:  significantly  earlier  vesting  (e.g., 
after  two  years  of  employment);  and  more  or  less  mandatory  portability  of 
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pension  benefits  on  employment  termination. 

The  Green  Paper  describes  the  relationship  between  portability  and 
the  proposed  RPA  as  follows: 

Improved  portability 


Under  this  proposal  three  options  could  be  available  to  an  employee  who 
leaves  an  employer  after  becoming  vested.  These  options  would  apply  to  the 
value  of  the  employee's  vested  pension  benefit  after  any  advance  employee 
contributions  described  under  the  vesting  proposal  have  been  transferred  to 
his  or  her  RPA. 

Subject  to  certain  adjustments  related  to  the  plan's  funded  status,  the 
employee  could: 

transfer  the  entire  value  of  the  pension  to  his  or  her  RPA; 

take  a  deferred  pension  at  the  normal  retirement  age  by  leaving  the 
accumulated  credits  in  the  former  employer's  plan; 

transfer  the  value  of  his  or  her  own  contributions,  with  interest,  to 
an  RPA  while  taking  a  partial  deferred  pension  by  leaving  the  remainder  of 
the  value  of  the  pension  in  the  plan  if  the  employer  agrees. 

As  well,  the  employee  could  transfer  the  value  of  the  accumulated  pension 
to  a  new  plan  with  the  new  employer's  permission.  (Canada  1982,  29) 

In  effect,  portability  of  RPP  benefits  into  an  RPA  implies  availability 
of  vested  benefits  (and  own  contributions)  in  a  money-purchase  form 
suitable  for  transfer  to  a  vehicle  such  as  the  RPA. 

Including  the  last  sentence  of  the  Green  Paper  excerpt  quoted  above, 
there  are  four  options  for  an  employee  with  vested  benefits .  In  two  of 
them  an  RPA  would  play  a  direct  role  as  the  receiving  financial  vehicle. 
If,  as  the  above-quoted  language  of  the  Green  Paper  implies,  it  was  open 
to  the  employee  to  choose  among  these  options,  the  RPA  would  play  a  role 
in  all  four,  at  least  as  the  employee  weighed  his  or  her  options.  (Of 
course,  conferring  the  election  onto  the  employee  relates  to  regulation  of 
employer  pension  plans,  rather  than  to  the  RPA  concept  per  se.) 

Depending  on  the  regulations  governing  these  and  related  issues,  and 
assuming  the  discontinuance  of  the  RRSP  in  its  present  form  for  future 
retirement-savings  purposes,  the  RPA  could  become  a  significant  and 
significantly  competitive  factor  in  overall  retirement-savings  arrangements. 
Table  1  indicates  the  order  of  magnitude  of  the  financial  amounts  at  issue. 

There  are  several  indications  that  the  RPA  will  become  not  only  a 
very  significant  factor  in  overall  retirement  savings,  but  indeed  could 
become  the  dominant  factor,  depending  on  the  rules  which  are  applied. 

If  the  RRSP  were  discontinued  for  future  retirement-savings  pur- 
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TABLE  1 

Dollar  size  of  selected  retirement  savings  plans,  1982 


Type  of  plan 

Total 

value 

(billions) 

Increase  over 
previous  year 
(billions ) 

Private  trusteed  pension  plans 

$  67.1 

$11.8 

pensions  at  life  ins.  cos. 

25.1 

2.5 

RRSPs 

21.0 

3.5 

TOTAL 

$113.2 

$17.8 

SOURCE:  Statistics  Canada,  Financial  Institutions,  June  1982. 

poses,  the  RPA  would  be  the  only  direct  replacement  available  to  the 
individual.  However,  new  'locking-in'  provisions  (discussed  below)  or 
other  RPA  features  could  make  the  RPA  less  attractive  than  the  existing 
RRSP,  depending  on  the  individual's  savings  and  liquidity  preferences  in 
relation  to  tax-sheltering  advantages.  Table  1  indicates  that  RRSP  contri¬ 
butions  represent  about  20  per  cent  of  new  annual  retirement  savings. 

The  authors  of  the  Green  Paper  also  intend  that  the  RPA  encourage 
or  be  used  for  the  extension  of  pension  arrangements  to  many  of  those  not 
presently  covered  (or  to  all,  if  mandatory  arrangements  were  imposed), 
such  as  in  the  small-business  and  self-employed  sectors  discussed  in  the 
next  section.  Obviously,  if  implementing  such  arrangements  were  made 
sufficiently  attractive  (or  mandatory),  this  could  be  a  significant  new 
source  of  retirement  savings. 

Probably  the  most  important  potential  source  of  RPA  funding,  how¬ 
ever,  is  transfers  from  employer  RPPs.  Much  will  depend  on  the  early 
vesting  and  portability  requirements  imposed  on  employer  pension  plans. 
It  is  beyond  the  scope  of  this  paper  to  review  all  the  many  policy  and 
technical  issues  relating  to  these.  But  the  fundamental  point  with  respect 
to  both  issues,  and  their  relationship  to  the  RPA,  is  the  extent  to  which 
new  rules  untie  control  of  pension  arrangements  from  employers  and  bind 
them  more  closely  to  the  consumer  through  the  vehicle  of  an  RPA.  (This 
has,  inter  alia,  important  marketing  implications  for  financial  institutions, 
as  discussed  in  a  later  section.) 

With  early  vesting,  and  if  the  terminating  employee  can  elect  the 
portability  option  (along  the  lines  suggested  in  the  Green  Paper  extract 
presented  above),  RPAs  will  be  in  fairly  continuous  and  direct  competition 
with  RPPs.  This  will  directly  be  the  case  when  a  terminating  employee 


365 


considers  the  options  to  transfer  benefits  to  an  RPA,  to  maintain  deferred 
standing  under  the  plan  of  the  previous  employer,  or  to  transfer  to  the 
plan  of  a  new  employer  if  that  possibility  exists.  For  example,  where  a 
terminating  employee  had  concerns  about  the  security  of  the  existing  RPP, 
he  or  she  would  be  more  likely  to  choose  an  RPA  arrangement  for  the 
value  of  both  benefits. 

But  the  implications  of  RPAs  for  RPPs  could  in  fact  be  much  broader. 
Since  the  RPA  is  inherently  a  money-purchase  plan  concept,  portability 
implies  effective  and  fair  arrangements  for  conversion  of  vested,  defined- 
benefit  interests  in  a  pension  plan  to  a  money-purchase  form  suitable  for 
transfer  to  an  RPA,  presumably  in  cash.  For  both  defined-benefit  and 
money-purchase  RPPs,  there  will  be  a  new  liquidity  requirement  associated 
with  both  earlier  vesting  and  portability.  Employers  might  well  prefer  a 
transfer  of  benefits  out  of  their  RPPs,  rather  than  maintaining  an  increas¬ 
ing  number  of  small  pension-benefit  accounts  on  their  books  for  a  long 
period  of  time.  The  implication  of  conversion  to  money-purchase  form  as  a 
main  element  of  portability  in  association  with  the  RPA  could  thus  have  a 
significant  effect  on  the  design  and  operation  of  private  pension  plans,  a 
very  large  proportion  of  which  are  of  a  defined-benefit  nature. 

The  fact  that  defined-benefit  plans  are  as  common  as  they  are  indi¬ 
cates  they  have  perceived  advantages  to  both  employers  and  employees. 
Employees  often  appear  to  prefer  plans  which  define  in  advance  the  amount 
of  the  benefit  they  will  receive.  The  fact  that  pension  payouts  in  defined- 
benefit  plans  are  typically  related  to  career-average  or  final  earnings  may 
be  attractive  to  employees,  because  their  retirement  income  will  be  directly 
related  to  their  pre-retirement  income  and  particularly  their  latter  years  of 
employment.  (There  is,  of  course,  as  has  become  strikingly  apparent  in 
the  last  decade,  a  serious  exposure  to  inflation  risk,  which  is  a  major 
factor  currently  behind  pension-reform  concerns.) 

For  the  employer,  defined-benefit  plans  have  had  an  economic  attrac¬ 
tiveness  as  an  employee  benefit.  In  particular,  such  plans  have  provided 
employers  with  the  opportunity  to  fund  such  plans  in  part  by  investment 
performance,  rather  than  direct  contributions  (or,  alternatively,  to  apply 
investment  earnings  to  enriched  benefits,  primarily  for  those  in  the  plan 
but  who  have  yet  to  retire).  In  addition,  it  is  a  feature  of  defined- 
benefit  plans  with  later  vesting  that  there  is  an  implicit  redistribution  from 
younger,  more  mobile  workers  to  longer-serving  older  workers. 

Both  these  features  are  part  of  the  reason  why  large  employers  in 
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particular  have  established  such  plans.  They  are  cost-effective  relative  to 
other  forms  of  employee  remuneration,  particularly  salary  and  wages.  Yet 
if  the  impact  of  pension  portability  in  association  with  an  RPA  or  like 
concept  is  to  put  considerable  practical  pressure  on  RPPs  to  become  more 
like  money-purchase  arrangements  where  they  are  now  defined-benefit, 
these  advantages  will  be  lessened  or  at  the  extreme,  eliminated.  It  is 
particularly  important  to  note  that  money-purchase  pension  arrangements 
(in  the  absence  of  some  new  tax  incentive)  are  likely  to  be  in  closer 
competition  with  direct  remuneration,  in  the  minds  of  both  employers  and 
employees,  than  defined-benefit  pension  arrangements  (see  Pesando  in  this 
volume).  The  latter  offer  the  prospect  (at  least  for  longer-serving  em¬ 
ployees)  of  higher  pension  benefits  than  could  be  achieved  at  the  same 
contribution  rate  by  direct  savings.  For  employers,  defined-benefit  plans 
with  later  vesting  simply  cost  less  across  a  number  of  years  for  long- 
serving  employees  or  those  the  firm  is  anxious  to  retain. 

RPA-based  portability  helps  solve  what  may  be  seen  as  intergenera- 
tional  or  interemployee  transfer  ineguities ,  but  implicitly  cuts  back  on  the 
redistributional  and  funding  advantages  of  defined-benefit  plans.  At  the 
extreme,  if  there  are  no  funding-cost  or  tax  advantages  to  the  employer  in 
comparison  with  direct  remuneration  (as  would  be  the  case  in  a  pure 
money-purchase  arrangement),  the  attractiveness  of  providing  pension 
plans  at  all  may  be  significantly  lessened. 

Conferring  freedom  of  choice  among  portability  options  on  to  the 
terminating  employee  could  potentially  be  very  disruptive  of  existing  pen¬ 
sion  plans.  In  combination  with  other  significant  effects  which  pension 
reform  may  have  on  established  pension  arrangements,  this  suggests  that 
there  could  be  pressures  to  limit  the  terminating  employee's  freedom  of 
choice.  On  the  other  hand,  some  would  see  the  more  radical  change  in 
favour  of  employee  freedom  of  choice  as  a  desirable  means  of  strongly 
encouraging  RPPs  to  compete  effectively  with  RPA  options  which  may  be 
available,  i.e.,  to  achieve  something  much  closer  to  an  informed-market 
solution. 

The  rules  governing  RPAs  will,  of  course,  influence  the  competitive 
standing  of  both  the  RPA  and  the  RPP.  For  example,  if  for  reasons  of 
financial  security  (such  as  discussed  below  with  respect  to  financial  insti¬ 
tutions)  RPAs  were  restricted  to  government  guaranteed-investment  instru¬ 
ments,  they  could  be  at  a  competitive  disadvantage  with  RPPs,  which 
traditionally  achieve  lower  funding  costs  in  a  defined-benefit  plan  through 
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a  broader  range  of  investments,  including  equities.  (It  should  be  noted 
that  the  Green  Paper  proposes  that  the  RPA  investment  rules  be  the  same 
as  or  similar  to  those  which  now  exist  for  RRSPs,  i.e.,  permitting  a  range 
of  higher- quality  investments.) 

In  addition,  if  the  interaction  of  RPPs  and  RPAs  under  pension  re¬ 
form  were  to  result  in  a  significant  portion  of  RPAs  being  simply  short¬ 
term  'holding  tanks'  between  enrolments  in  RPPs  (e.g.,  during  the  vesting 
period  under  the  new  employer's  plan),  this  would  have  quite  different 
implications  for  both  retirement-savings  arrangements,  and  for  financial 
institutions  and  capita)  markets.  If  the  RPA  is  merely  a  holding  tank  for 
benefits  in  transit  from  one  RPP  to  another,  they  will  presumably  be 
retained  in  relatively  short-term  savings  instruments.  To  the  extent  that 
RPAs  are  long-term  retirement-savings  vehicles,  either  from  individual 
contributions  or  transfers  from  employer  plans,  they  could  be  a  very  large 
source  of  long-term  investment  capital,  particularly  if,  as  the  Green  Paper 
proposes,  all  RPA  amounts  are  locked-in  until  retirement. 

With  early  vesting,  easy  portability,  and  significant  labour  mobility 
among  employers,  RPAs  could  create  the  potential  for  a  massive  institu¬ 
tional  shift,  in  larger  volumes,  of  savings  and  investment  coming  under 
direct  individual  control.  Some  may  see  this  as  bringing  with  it  the  pros¬ 
pect  of  a  new  and  democratic  capitalism,  as  more  and  more  individuals  are 
'enfranchised'  with  significant  financial  assets  under  their  direct  control. 
Others  may  be  concerned  that  such  arrangements  would  significantly  cut 
back  on  the  role  which  professional  investment  management  plays  in  exis¬ 
ting  pension  arrangements  and  capital  markets.  Certainly,  if  the  RPA- 
related  proposals  in  the  Green  Paper  were  implemented,  and  individuals 
generally  elected  self-administration  of  their  own  RPA  assets,  there  would 
be  a  decline  in  the  professional-management  content  of  such  investments 
(unless  such  professional  advice  were  purchased  by  the  consumer),  and 
increased  transaction  costs  relative  to  assets  associated  with  direct  admin¬ 
istration  of  'small'  accounts.  However,  as  is  now  the  case  with  RRSPs, 
financial  institutions  may  offer  a  variety  of  plans,  of  which  self-administra¬ 
tion  will  be  only  one.2  There  would  thus  be  an  opportunity  for  the  con¬ 
sumer  to  invest  in  a  wide  variety  of  RPA  products,  reflecting  profession¬ 
ally  administered,  but  different,  investment-asset  arrangements. 

Others  are  concerned  that  the  RPA  concept  may  open  a  back  door  to 
increased  public-sector  administration  of  pension  plans.  The  principle  of 
paternalism  which  is  prominent  in  the  Green  Paper  may  be  seen  by  some  as 
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likely  to  motivate  governments  to  protect  individuals'  retirement  savings 
(perhaps  from  the  individuals  themselves)  by  bringing  them  under  govern¬ 
ment  control.  Similarly,  if  the  RPA  is  primarily  a  transit  vehicle  from  one 
large  employer  plan  to  another,  there  may  be  concern  that  governments 
will  still  want  to  step  in  and  be  protective  because  of  the  very  large  sums 
involved . 

Disclosure  and  performance-appraisal  arrangements  may  also  have 
some  influence,  assuming  RPA  administration  is  in  the  private  sector. 
RRSPs  are  now  widely  compared  in  the  popular  press  in  terms  which  are 
meaningful  to  the  individual  consumer.  Presumably  the  same  would  apply 
to  RPAs.  In  contrast,  the  individual  beneficiary's  understanding  of  the 
performance  of  his  pension  plan  is  normally  considerably  less. 

Finally,  it  may  be  noted  that  the  Green  Paper  does  not  discuss  the 
concept  of  international  portability,  either  in  connection  with  the  RPA  or 
otherwise.  This  issue  would  be  desirable  to  address  on  behalf  of  those 
Canadians  who,  in  the  course  of  their  working  lives,  may  emigrate  or 
spend  some  time  working  in  other  countries  (for  example,  employees  of 
multinational  firms).  This  is  primarily  a  tax-exposure  question,  in  terms 
of  the  tax  recapture,  if  any,  to  which  pension  benefits  may  be  exposed 
when  a  Canadian  taxpayer  leaves  the  country. 

RPAs  AND  EXPANDED  PENSION  PLAN  COVERAGE 

One  of  the  concerns  emphasized  in  the  Green  Paper  is  the  uneven  coverage 
of  private  or  employer  pension  arrangements  across  the  labour  force  as  a 
whole.  The  RPA  concept  could  play  a  central  role  in  either  mandatory 
employer  pension  arrangements,  or  in  encouraging  employers  to  make 
pension  arrangements  for  their  employees  where  they  do  not  presently 
exist. 

This  applies  primarily  to  the  small  business  and  self-employed  sec¬ 
tors.  Generally  speaking,  small  businesses  have  been  much  more  reluctant 
than  large  businesses  to  establish  pension  plans  for  their  employees  other 
than  'top  hat'  arrangements  for  significant  shareholders,  where  the  net  tax 
and  benefits  costs  are  advantageous  as,  in  effect,  a  means  of  corporate 
distributions.  In  general,  small  businesses  confront  relatively  higher 
administration  costs  to  establish  pension  plans  on  a  small  scale;  face  com¬ 
plexities  in  implementation;  may  be  concerned  about  the  impact  of  unfunded 
liabilities  on  the  financial  condition  of  the  business;  and  may  have  less  of 
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an  incentive  to  invest  in  the  retention  of  non-shareholder  employees  (e.g., 
to  invest  in  ownership  advantages),  in  comparison  with  larger  firms.  The 
RPA  concept,  whether  introduced  on  a  voluntary  or  a  mandatory  basis, 
addresses  a  number  of  these  problems.  They  are  administratively  much 
easier  to  implement,  and  at  a  lower  cost,  than  full-scale  trusteed-pension 
plans.  As  money-purchase  arrangements,  they  are  inherently  fully 
funded. 

For  small  businesses,  the  self-employed,  or  other  enterprises  who 
presently  do  not  have  pension  plans,  an  important  feature  of  the  proposed 
RPA  concept  is  that  employers  could  contribute  directly  to  an  employee's 
RPA.  As  indicated  above,  this  raises  the  question  of  contribution  limits 
(as  noted,  the  federal  government  has  yet  to  spell  out  its  intentions  with 
respect  to  contributions  and  accumulations).  Under  present  rules,  an 
employer  cannot  contribute  directly  to  an  employee's  RRSP.  However,  the 
same  effect  could  be  achieved  through  an  employer  offering,  say,  an 
additional  $1,000  to  an  employee  on  condition  that  it  was  put  into  an 
RRSP.  The  additional  salary  paid  would  be  deductible  for  tax  purposes  by 
the  employer,  and  the  amount  passed  through  to  an  RRSP  would  also  be 
tax  deductible  to  the  employee,  assuming  total  RRSP  contributions  for  that 
year  were  within  allowable  limits. 

There  are,  however,  some  technical  complications.  For  example,  if  an 
employer  intends  an  RPA-based  plan  to  commence  on  the  date  of  employ¬ 
ment,  but  not  to  vest  until  after  a  probationary  or  other  period  (within 
whatever  vesting  rules  emerge  from  pension  reform) ,  early  termination 
would  imply  recovery  of  the  employer's  contribution  in  that  event.  This 
would  appear  to  pose  some  problems  if  an  RPA  vehicle  owned  and  under 
the  control  of  an  individual  were  to  be  used. 

If  the  proposal  in  the  Green  Paper  is  carried  through,  the  locking-in 
feature  of  RPAs  may  be  an  issue  in  employee-employer  negotiations.  Since 
the  after-tax  cost  to  an  employer  would  be  the  same  whether  the  sum  is 
paid  into  an  RPA  or  directly  to  the  employee  in  salary  or  wages,  the 
employee  may  attempt  to  influence  the  choice  depending  on  his  or  her 
savings  or  liquidity  preferences.  Of  course,  this  would  not  apply  if  such 
pension  arrangements  were  mandatory. 

Another  important  issue  relates  to  the  fairness  of  pension  arrange¬ 
ments  in  overall  employee  remuneration.  As  a  money-purchase  pension 
arrangement,  an  RPA  is  in  competition  with  direct  remuneration,  in  the 
minds  of  both  employers  and  employees.  An  employee  might  well  prefer  to 
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have  the  same  amount  paid  to  him  in  current  wages  or  salary.  In  fact, 
low-income  workers  could  have  lower  lifetime  earnings  by  accepting  money- 
purchase  pension  contributions  rather  than  direct  remuneration,  if  their 
ultimate  pension  benefits  replace  public  benefits  they  would  otherwise  be 
entitled  to  under  income-tested,  tax-supported  programs. 

From  the  standpoint  of  the  employer,  money-purchase  plan  contribu¬ 
tions  of  equivalent  amounts  have  the  same  after-tax  cost  as  wage  or  salary 
benefits,  and  are  without  the  funding  and  redistributional  advantages  of 
defined-benefit  plans.  This  creates  little  if  any  incentive  for  the  employer 
to  resist  employee  preferences  for  direct  remuneration  over  pension  contri¬ 
butions;  or  indeed  to  implement  a  money-purchase  pension  arrangement  at 
all.  Early  vesting  and  portability  by  implication  cut  back  on  the  ability  of 
employers  to  use  pension  arrangements  as  a  means  of  keeping  personnel. 

Accordingly,  unless  some  mandatory  pension  arrangements  are  intro¬ 
duced,  new  tax-based  incentives  for  employers  to  create  pension  plans  may 
be  needed.  An  effective  tax  incentive  presumably  would  have  to  involve 
either  a  tax  credit  in  addition  to  full  deductibility,  or  deductibility  of 
pension  contributions  in  excess  of  100  per  cent,  since  salary  or  wages  are 
fully  deductible  as  a  normal  business  expense.  It  may  be  noted  in  this 
context  that  marginal  corporate  rates  of  tax  must  be  taken  into  account  in 
assessing  incentive  effects.  These  are  approximately  25  per  cent  for 
businesses  eligible  for  the  small-business  tax  rate,  and  approximately  50 
per  cent  for  larger  businesses.  For  unincorporated  businesses,  the  rele¬ 
vant  marginal  rate  is  that  for  the  individual  proprietor(s)  -  at  the  upper 
limit,  approximately  50  per  cent  (higher  in  Quebec). 

CONTRIBUTION  LIMITS:  THE  RPA  AS  A  RETIREMENT-SAVINGS  VEHICLE 

The  Green  Paper  notes  that  under  existing  rules,  eligibility  for  tax  defer¬ 
ral  or  sheltering  of  retirement  savings  can  vary  widely  among  individual 
taxpayers,  depending  on  the  combination  of  retirement  plans  to  which  they 
have  access.  For  example,  in  general,  those  eligible  for  RPPs  plus  the 
$3,500  RRSP  limit  are  in  a  more  favourable  position  than  those  who  may 
only  contribute  $5,500  to  an  RRSP.  These  limits  have  not  been  adjusted, 
for  inflation  or  otherwise,  since  1976.  In  addition,  existing  rules  make 
limited  or  no  provision  for  persons  whose  income  may  fluctuate  consider¬ 
ably  during  their  working  years,  or  for  persons  seeking  to  make  more 
substantial  contributions  to  retirement  income  on  a  tax-deferred  basis  as 
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they  approach  retirement  age. 

The  issue  of  contribution  limits  is  arguably  the  single  most  important 
potential  feature  of  the  RPA  concept,  and  relates  closely  to  two  of  the 
three  fundamental  objectives  for  pension  reform  stated  in  the  Green  Paper: 

the  opportunities  and  arrangements  to  Canadians  to  provide  for  their 
retirement  should  be  fair 

Canadians  should  be  able  to  avoid  serious  disruption  of  their  pre¬ 
retirement  living  standards  upon  retirement. 

On  the  question  of  fairness,  with  particular  respect  to  the  type  of 
vehicle  which  an  RPA  represents,  the  Green  Paper  notes  the  need  for  a 
high  degree  of  'uniformity'  across  Canada  in  the  opportunities,  programs, 
and  guarantees  that  would  provide  retirement  income.  It  also  notes  that 
all  Canadians  should  be  treated  fairly  in  the  tax-assisted  savings  oppor¬ 
tunities  available  to  them;  specifically,  that  the  amount  of  retirement 
saving  that  qualifies  for  tax  assistance  should  not  depend  on  the  particu¬ 
larities  of  employer  pension-benefits  plans,  or  the  career  pattern  of  an 
individual.  Although  not  specifically  so  stated  in  the  Green  Paper,  the 
concern  with  'excessive'  accumulations  within  tax-assisted  plans  implies 
that  principles  of  progressive  taxation  are  also  at  play  in  the  conception  of 
fairness  for  pension-reform  purposes  (in  particular,  the  fact  that  tax 
deferrals  are  comparatively  more  valuable  to  high-income  earners  than  to 
low  ones).  The  ability  of  an  individual  to  make  higher  (and  possibly 
substantially  higher)  tax-sheltered  retirement  savings  in  the  years  ap¬ 
proaching  retirement  would  be  consistent  with  notions  of  aggregate-lifetime 
fairness  in  tax-assisted  arrangements.  However,  this  competes  with  hints 
of  paternalism  which  pervade  the  Green  Paper,  implying  that  there  may 
well  be  some  significant  incentive  for  continuous  rather  than  deferred 
savings  (contributions  defined  on,  at  least  in  part,  an  annual  basis)  when 
the  federal  position  is  made  known.  (At  the  present  time,  the  RRSP 
contribution  rules  are  a  combination  of  proportion  of  annual  income  and  an 
annual  maximum  limit,  i.e.,  20  per  cent  of  income  or  $5,500,  whichever  is 
less,  for  an  individual  not  participating  in  an  RPP). 

In  its  discussion  of  the  RPA  concept,  the  Green  Paper  does  not  give 
the  same  attention  to  the  other  stated  objective  of  pension  reform  -  avoid¬ 
ing  serious  disruption  of  pre-retirement  living  standards  upon  retirement  - 
as  it  does  to  'fairness'.  This  may  be  seen  as  a  question  which  relates 
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particularly  to  higher-income  earners,  i.e.,  a  question  of  whether  tax 
assistance  for  retirement  savings  should  be  in  proportion  to  attained 
income  levels  (which  obviously  may  vary  widely)  rather  than  on  progres¬ 
sive  income-tax  principles.  There  is  no  question  that  it  is  painful  for 
most  individuals  to  have  to  adjust  their  standard  of  living  downwards. 
Except  perhaps  at  extremely  high  income  levels,  discomfort  or  adjustment 

costs  are  likely  to  be  relative  to  prior  standard  of  living  enjoyed,  rather 

than  to  some  absolute  income  level  which  persons  other  than  those  under¬ 
going  the  adjustment  may  see  as  'adequate'  or  even  as  generous. 

On  tax-expenditure  principles,  the  tax  assistance  which  is  provided 
by  deductibility  of  retirement  savings  from  taxable  income  is  in  the  nature 

of  an  interest-free  loan  by  the  government  to  the  taxpayer  in  the  amount 

of  the  tax  which  would  otherwise  be  payable  on  such  contributions,  and  on 
investment  earnings  within  the  tax-sheltered  retirement-savings  plan. 
There  may  also  be  a  tax  advantage  depending  on  the  relative  marginal 
rates  of  tax  which  apply  at  the  time  such  contributions  and/or  investment 
earnings  occur,  in  comparison  to  the  marginal  rates  payable  when  such 
amounts  are  ultimately  withdrawn  as  retirement  income.  It  would  be  con¬ 
sistent  with  principles  of  progressive  taxation  for  such  tax  assistance  to 
be  less  than  in  proportion  to  income  levels,  at  least  beyond  a  certain 
amount  (as  is  now  the  case  for  the  RRSP),  or  perhaps  to  have  a  single, 
defined,  upward  limit.  This  could  in  turn  be  consistent  with  some  notions 
of  uniformity  of  tax  treatment,  but  would  not  be  consistent  with  the  objec¬ 
tive  of  assisting  taxpayers,  regardless  of  income,  to  avoid  serious  dis¬ 
ruption  of  pre-retirement  standards  of  living  upon  retirement. 

It  should  be  noted  that  an  aggregate  'lifetime'  contribution/accumula¬ 
tion  limit  would  likely  be  very  difficult  to  establish.  To  create  uniformity 
on  a  working-life  basis  to  cover  all  individuals,  with  complete  flexibility  as 
to  the  timing  of  contributions,  would  imply  some  base  comparison  (e.g., 
continuous  contributions  based  on  a  percentage  of  income,  with  contribu¬ 
tions  on  an  annual  basis,  together  with  a  formula  to  equalize  not  only 
contributions,  but  supplementary  contributions  based  on  imputed  tax- 
sheltered  accumulations  to  equalize  total  savings-benefits  regardless  of  the 
timing  of  actual  contributions).  The  complexities  are  even  greater  if  one 
attempts  to  provide  flexibility  not  only  with  respect  to  a  single,  defined, 
upward  limit,  but  in  proportion  to  varying  lifetime  earnings;  or  to  provide 
for  continuous  adjustment  of  contributions  for  inflation  (including  deferred 
contributions  in  lieu  of  tax-sheltered  investment  earnings  which  would 
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otherwise  have  occurred);  etc.  It  may  be  more  likely  that  the  rules, 
whenever  they  are  stated,  will  provide  for  an  annual-contributions  regime 
with  some  upward  flexibility  for  higher-earnings  years,  together  with  an 
overall  limit  on  total  contributions  or  accumulations.  There  could  be  some 
rough  analogy  here  to  the  annual  and  cumulative-earnings  limits  in  the 
small-business  tax-deduction  provisions  of  the  Income  Tax  Act. 

Total  contribution  limits  would  create  a  degree  of  'uniformity'  among 
taxpayers  based  on  contribution-accumulation  limits,  but  there  would  still 
be  a  marginal  rate  advantage  to  higher-income  individuals,  i.e.,  if  one 
assumes  retirement  savings  are  made  out  of  income  exposed  to  the  highest 
marginal  rate  of  tax  which  applies  to  the  individual  when  the  contributions 
are  made.  A  more  stringent  degree  of  'uniformity'  would  be  achieved  if 
the  total  tax  assistance  were  subject  to  an  upward  limit,  such  as  a  maxi¬ 
mum-tax  credit.  These  approaches  would  not,  however,  support  the 
pension-reform  objective  of  avoiding  serious  disruption  in  pre-retirement 
standards  of  living,  at  least  for  high-income  earners.  As  can  be  seen, 
therefore,  notions  of  'fairness'  in  tax  assistance  extended  to  retirement 
savings  may  be  in  direct  conflict  with  the  objective  of  maintaining  pre¬ 
retirement  standards  of  living. 

Equalizing  the  degree  of  tax  assistance  extended  to  persons  with 
access  to  an  RPP  in  comparison  to  those  who  are  not  part  of  such  a  plan 
is  another  approach  to  achieving  uniformity.  This  too,  however,  can  be  a 
fairly  complex  question.  It  may  be  relatively  easy  to  add  together  tax- 
assisted  limits  for  individual  contributions  to  either  RPPs  or  RPAs ,  but 
much  more  difficult  to  equalize  tax  assistance  with  respect  to  employer 
contributions,  particularly  under  a  defined-benefit  plan.  A  pure  money- 
purchase  system  for  all  retirement-savings  arrangements  would  of  course 
facilitate  such  limits,  but  would  also  eliminate  defined-benefit  plans  which 

appear  to  be  preferred  by  at  least  some  combination  of  employers  and 

employees . 

It  should  be  noted  that  the  federal  government  has  a  significant  fiscal 
stake  in  contribution  limits  on  both  the  tax  and  expenditure  sides.  The 
tax  deferrals  implied  by  whatever  regime  of  contribution  arrangements  for 
tax-assisted  retirement  savings  'cost'  the  federal  treasury,  both  in  tax 

benefits  deferred,  and  in  the  possibility  that  the  average  rate  of  tax 

payable  on  ultimate  retirement  income  may  well  be  less  than  the  tax  which 
would  have  been  collected  had  the  tax-sheltering  for  such  savings  not 
been  available.  The  tax  cost  of  substantially  increased  contribution  limits 
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could  be  high,  a  factor  of  particular  importance  when  the  federal  and 
provincial  governments  are,  now  and  for  at  least  some  years  to  come,  in  a 
very  difficult  fiscal  position.  If  contribution  arrangements  permit  a  high 
degree  of  flexibility  across  lifetime  earnings,  then  the  government  revenue 
base  is  exposed  to  significant  year-to-year  uncertainty,  some  business- 
cycle  instability,  and  demographic  pressures  (e.g.,  if  a  large  cohort  makes 
large  tax-assisted  contributions  in  the  years  close  to  retirement). 

The  question  of  locking-in  of  RPA  contributions  and  of  earnings 
within  the  plan  may  also  bear  on  the  tax-cost  question.  The  locking-in 
feature,  discussed  in  a  later  section,  may  lead  individuals  to  make  lower 
contributions  because  of  liquidity  preferences.  There  may  thus  be  a 
government  fiscal  incentive  to  require  locking-in,  if  that  is  likely  to  lower 
the  demand  for  tax-assisted  retirement  savings.  On  the  other  hand,  if 
withdrawals  are  permitted  (as  is  now  the  case  for  RRSPs),  but  with  expo¬ 
sure  to  taxation  on  withdrawal,  the  government-revenue  implications  are 
different,  depending  on  the  degree  to  which  contributions  and  withdrawals 
to  tax-sheltered  retirement-savings  plans  are  for  de  facto  income-averaging 
purposes.  Successful  income-averaging  by  this  technique  lowers  the 
taxpayers'  average  marginal  tax  rates,  but  shortens  the  tax-deferral 
period,  to  the  possible  advantage  of  the  treasury.  It  may  be  noted  in  this 
connection  that  the  income-averaging  provisions  of  the  Income  Tax  Act 
have  been  significantly  modified  recently,  to  the  disadvantage  of  the 
taxpayer. 

On  the  expenditure  side,  the  federal  government  has  a  significant 
interest  in  lowering  the  potential  claims  on  publicly  provided  pension 
arrangements  to  the  extent  that  individuals  are  able,  encouraged,  or 

forced  to  save  for  their  own  retirement.  But  here,  there  are  also  strong 

\ 

fiscal  incentives  to  paternalism  (as  there  are  also  in  the  annuity  or  like 
income-stream  requirements  coming  out  of  RRSPs  or  RPAs  on  retirement). 
As  noted  in  a  previous  section,  retirement  savings  by  low-income  workers 
may  disadvantage  their  total  lifetime  earnings  by  disentitling  them  to 
tax-supported,  income-tested  programs  to  which  they  would  otherwise  have 
access  on  retirement. 

To  conclude  this  section,  the  federal  proposals  do  not  spell  out  a 
rationale  in  support  of  the  stated  concern  for  'excessive'  accumulations 
within  an  RPA  or  like  vehicle.  As  distinct  from  a  limit  on  contributions, 
then,  this  would  imply  a  desire  to  set  controls  or  limits  on  the  investment 
performance  which  is  permitted  to  be  tax-sheltered  within  an  RPA.  Such 
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limits  do  not  presently  exist  under  the  RRSP.  They  would  seem  to  be 
clearly  inappropriate,  in  effect  imposing  a  tax  penalty  on  those  who  take 
both  significant  advantage  of  contribution  limits  and  achieve  a  high  degree 
of  investment  success  within  the  plan.  This  approach  would  also  demand 
complex  judgements  as  to  what  level  of  total  accumulations  is  'excessive', 
or  what  level  of  investment  performance  is  to  be  considered  'excessive'. 
Furthermore,  it  would  compete  with  other  pension-reform  objectives,  in¬ 
cluding  maintenance  of  pre-retirement  living  standards,  and  protection 
against  depreciation  of  the  real  value  of  RPA  assets  as  a  result  of  pre¬ 
retirement  inflation. 

For  these  reasons,  it  is  suggested  that  accumulation  limits  should  not 
be  imposed.  If  they  were,  one  must  still  ask:  should  individuals  be  able 
to  compensate  for  lower  rates  of  accumulation  by  being  able  to  make 
increased  contributions,  thus  bringing  total  assets  within  the  plan  up 
towards  aggregate  accumulation  limits?  The  implication  here  is  that  tax 
assistance  would,  among  other  things,  compensate  the  risk-averse  RPA 
investor  and  help  him  share  the  burden  of  investment  underperformance 
within  such  plans. 

Finally,  one  must  note  the  implicit  support  a  contribution-limits  regime 
for  retirement  saving  would  give  to  the  principles  underlying  a  consump¬ 
tion  as  opposed  to  income  tax.  To  the  extent  that  a  tax  system  imposes 
levies  on  consumption  rather  than  income,  there  is  a  direct  tax  influence 
on  individuals'  savings-consumption  decisions.  Present  tax  assistance  for 
retirement  savings,  such  as  the  RRSP,  clearly  create  a  tax  influence  in 
the  direction  of  savings.  Much  more  generous  contribution  limits,  particu¬ 
larly  if  very  large  contributions  could  be  made  on  a  tax-assisted  basis  in 
later  working  years ,  could  move  the  tax  system  much  more  in  the  direction 
of  a  consumption  tax,  at  least  for  those  taxpayers  who  chose  to  take 
advantage  of  it  in  that  way.  Yet  a  general  conversion  to  a  consumption- 
tax  approach  has  not  been  advocated  as  part  of  pension  reform,  nor  does 
there  appear  to  be  a  likelihood  it  will  be  introduced  in  the  forseeable 
future  to  replace  the  type  of  income  tax  system  which  is  now  in  place  in 
Canada. 

RPA  INVESTMENT  RULES 

Federal  pension-reform  documentation  states  that  it  is  intended  that  RPAs 
be  subject  to  investment  rules  similar  to  those  for  RRSPs,  i.e.,  that  they 
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could  be  invested  in  a  similar  range  of  assets,  and  that  self-administration 
(through  a  third-party  trustee)  would  be  permitted.  For  reasons  discus¬ 
sed  in  a  later  section,  these  principles  might  in  practice  be  interfered  with 
by  the  proposed  requirements  that  an  individual  be  restricted  to  only  one 
RPA  at  any  one  time  (in  contrast  to  the  multiple  RRSPs  permitted  under 
existing  rules).  Such  a  restriction  could  mean  that  only  savings-account- 
type  vehicles  would  be  offered  by  administering  financial  institutions,  as  is 
the  case  for  Registered  Home  Ownership  Savings  Plans  (RHOSPs),  which 
are  also  restricted  to  one  per  individual.  In  addition,  if  an  individual 
elected  self-administration  through  a  third-party  trustee,  and  sought  to 
diversify  his  portfolio  within  an  RPA,  he  or  she  would  bear  the  transaction 
costs,  and  would  not  benefit  from  the  professional  investment  management 
or  economies  of  scale  which  may  be  available  through  professionally  admin¬ 
istered  financial  products  along  the  lines  now  offered  for  RRSPs  (or  RPPs). 

To  those  who  see  the  RPA  concept  as  a  way  of  massively  enfran¬ 
chising  the  average  Canadian  into  investment-asset  ownership,  it  must  be 
noted  that  such  a  pattern,  if  it  were  to  occur,  would  not  be  without  its 
problems.  If  RPAs  were  overwhelmingly  self-administered  (as  might  occur 
if  the  one-RPA-per-person  restriction  were  to  lead  financial  institutions  to 
offer  only  a  very  narrow  range  of  investment  products),  there  would  be  a 
significant  decline  in  average  investment  sophistication  and  professional- 
investment  management  content,  as  well  as  the  likely  increase  in  trans¬ 
action  costs.  This  could  result  in  lower  investment  returns  on  individuals' 
retirement  savings,  even  if  it  might  confer  advantages  on  certain  types  of 
intermediaries  and  other  institutions  in  the  financial  sector.  Such  pat¬ 
terns,  if  they  were  to  emerge,  might  reactivate  paternalistic  motivations  on 
the  part  of  government  with  respect  to  personal  retirement  savings, 
perhaps  leading  to  narrow  restrictions  on  the  range  of  eligible  investment 
products  (e.g.,  government  debt  instruments). 

If  as  a  matter  of  either  regulation  or  practice  RPAs  were  restricted  to 
government  securities  or  similar  guaranteed-investment  products  (e.g.,  for 
reasons  related  to  financial-institution  security)  this  would  also  serve  to 
significantly  lessen  investment  flexibility  within  an  RPA.  Similar  consider¬ 
ations  would  apply  if  an  inflation-protection  requirement  were  built  into 
money-purchase  RPAs  requiring,  in  effect,  a  special  supporting  govern¬ 
ment-funding  instrument. 

If  it  were  desired  to  build  inflation  protection  into  retirement-income 
streams  arising  from  RPAs,  this  would  also  imply  the  need  for  inflation- 
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adjustable  annuity  arrangements,  such  as  a  participating  annuity  or  a 
Registered  Retirement  Income  Fund  (RRIF).  (The  Green  Paper  proposal 
suggests  that  similar  rules  to  those  currently  applicable  to  RRSPs  would 
apply  to  RPAs  on  retirement,  i.e.,  mandatory  conversion  to  a  life  or  term 
annuity  or  an  RRIF  no  earlier  than  age  60  and  no  later  than  age  71.) 

An  infrequently  raised  point  relates  to  the  role  of  foreign-currency 
asset  eligibility  in  RPAs  (or  other  pension  plan  arrangements)  as  part  of 
pension  reform.  Given  that  Canada  is  an  open  economy  in  which  a  signifi¬ 
cant  proportion  of  personal  consumption  consists  of  imports  (not  excluding 
retirement  travel  abroad,  and  a  significant  portion  of  the  average  budget 
for  food,  personal  transportation,  other  consumer  durables,  clothing, 
etc.),  it  would  seem  financially  prudent  for  an  individual  to  protect  his  or 
her  post-retirement  standard  of  living  by  maintaining  a  proportion  of  his 
or  her  retirement-savings  portfolio  in  foreign-currency  assets.  Yet  at  the 
present  time,  both  RPPs  and  RRSPs  are  very  substantially  restricted  in 
the  degree  to  which  funds  can  be  legally  invested  in  foreign-currency 
assets.  (These  restrictions  on  foreign  investment  are  also  generally  con¬ 
sidered  to  lower  overall  rates  of  return.)  Consistency  with  the  principle 
of  avoiding  serious  disruption  in  pre-retirement  standards  of  living  (pat¬ 
terns  of  consumption)  would  imply  that  much  greater  flexibility  should  be 
introduced  with  respect  to  eligible  foreign-currency  assets.  In  that  case, 
government  paternalism  might,  however,  still  invite  some  limitations  on 
both  the  currencies  to  be  eligible  and  the  types  of  investment  securities  in 
those  currencies  (perhaps  subject  to  periodic  review);  and  might  also  be 
evidenced  by  a  preference  for  eligible  foreign  investments  only  in  profes¬ 
sionally  administered  plans,  given  concerns  about  the  risks  inherent  in 
foreign-currency-denominated  assets.  Political  preferences  for  keeping 
investment  dollars  within  Canada  would  also  compete  with  freedom  of  indi¬ 
vidual  choice  and,  arguably,  the  long-term  financial  interests  of  Canadian 
retirees . 

For  these  reasons,  it  is  suggested  that  consideration  of  increased 
flexibility  in  foreign-currency  investments  under  RPPs  be  on  the  pension 
reform  agenda. 

LOCKING-IN 

As  previously  noted,  one  of  the  two  main  features  which  distinguishes  the 
proposed  RPA  from  the  existing  RRSP  is  the  proposed  requirement  that 
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contributions  and  accumulations  to  or  within  RPAs  be  locked-in3  until  a 
minimum  retirement  age  of  60  years,  except  in  the  cases  of  death  or  dis¬ 
ability,  or  a  court-ordered  distribution  of  assets  upon  a  marriage  break¬ 
down  (with  assets  presumably  rolled  over  into  an  RPA  of  the  former 
spouse).  Under  existing  RRSP  rules,  withdrawals  may  be  made  or  the 
plan  collapsed  at  any  time,  with  the  applicable  consequences  of  such 
amounts  entering  into  taxable  income  in  the  year  in  which  the  withdrawals 
are  made. 

Here  as  elsewhere  in  pension  arrangements  and  pension  reform, 
paternalism  competes  with  individual  choice.  Locking-in  by  fiat  corrects 
what  are  judged  as  excessively  high  liquidity  preferences  or  rates-of-time 
discounts  on  the  part  of  individuals.  In  addition,  it  assures  that  amounts 
within  the  account  are  saved  for  retirement  through  annuities  or  similar 
arrangements  -  a  feature  also  inspired  by  paternalism  or  anti-spendthrift 
considerations.  A  higher  minimum  age  for  withdrawal  reflects  similar 
issues . 

In  the  case  of  RPAs,  the  financial  stakes  would  be  potentially  higher 
from  several  vantage  points,  because  RPAs  are  intended  as  a  receiving 
financial  vehicle  for  vested  benefits  from  other  plans,  employee  contribu¬ 
tions  prior  to  vesting,  employer  contributions,  and  individual  savings 
contributions.  The  RPA  lock-in  effect  as  proposed  in  the  Green  Paper 
would  apply  whether  or  not  the  pension  plan  from  which  the  sums  are 
received  had  similar  lock-in  features.  If  the  proposals  in  the  Green  Paper 
are  implemented,  individuals  would  no  longer  be  able  to  receive  cash 
settlements  of  their  own  contributions  or  of  vested  benefits  in  a  pension 
plan  upon  employment  termination. 

In  the  case  of  amounts  contributed  or  transferred  to  an  RPA,  it 
would  presumably  be  argued  to  be  too  administratively  complex  to  permit 
withdrawals  of  an  individual's  'own'  autonomous  contributions  where  they 
were  intermingled  with  amounts  acquired  by  transfer  from  other  plans. 
This  could  be  somewhat  simplified  by  a  requirement  to  maintain  potentially 
withdrawable  amounts  in  a  separate  RPA  or  an  RRSP.  But  the  federal 
proposals  preclude  this  possibility  by  suggesting  that  an  individual  be 
limited  to  a  single  RPA  at  any  one  time,  with  the  RRSP  eliminated  except 
for  'grandfathering'  past  plans. 

To  summarize  the  above,  apart  from  death,  disability,  or  court  orders 
associated  with  marriage  breakdown,  RPA  assets  would  not  be  available  to 
the  individual  owner  or  beneficiary  except  on  retirement,  and  only  in  the 
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form  of  a  permitted  annuity  or  similar  arrangement.  Withdrawals  could  not 
be  made  to  smooth  out  periods  of  financial  difficulty;  to  secure  loans  (un¬ 
less  the  lender  were  prepared  to  take  as  security  the  ultimate  retire¬ 
ment-income  stream);  to  meet  special  needs  (education  of  children,  special 
medical  expenses,  or  simple  self-indulgence);  or  for  (albeit  somewhat 
speculatively)  income-averaging  purposes.  Withdrawals  could  not  be  made 
to  finance  a  house  purchase  or  pay  down  a  mortgage,  even  though  the 
Green  Paper  recognizes  personal  residences  as  a  principal  retirement  asset, 
and  even  if  that  were  to  the  financial  advantage  of  the  individual  (e.g.,  in 
periods  of  extremely  high  interest  rates).4  Similarly,  withdrawals  could 
not  be  used  to  finance  investment  in  one's  own  business,  even  if  that  were 
an  income-producing  asset.  And  the  federal  proposals  do  not  identify 
what  disposition  of  RPA  assets  is  intended  in  the  event  of  personal  bank¬ 
ruptcy. 

It  may  further  be  noted  that  the  RPA  rules  would,  as  presently 
proposed,  impose  a  higher  retirement  age  (minimum  60  years)  than  applies 
in  many  employer  pension  plans  (where  retirement  benefits  may  begin  at 
age  55  or  higher,  according  to  the  Green  Paper).  A  higher  minimum  age 
of  course  ensures  that  retirement  savings  are  potentially  available  for  a 
smaller  rather  than  a  larger  number  of  retirement  years  with  the  same 
level  of  life  expectancy.  Such  rules  would  also  serve  to  limit  individual 
choice  as  to  age  of  retirement,  and  keep  in  the  labour  force  persons  who 
cannot  afford  to  retire  without  access  to  their  own  retirement  savings. 

It  is  an  interesting  question  whether  RPAs  could  successfully  co-exist 
with  continued  access  to  RRSPs  if  that  were  to  be  permitted.  Presumably 
there  would  be  a  role  for  RPAs  where  employers  made  contributions, 
assuming  that  such  contributions  were  or  could  be  in  excess  of  those 
which  the  individual  could  make  to  his  own  RRSP.  The  locking-in  feature 
of  RPAs  suggests  that  financial  institutions  might  offer  somewhat  different 
or  more  attractive  products  of  a  long-term  nature  for  that  reason  (locking- 
in  is  obviously  an  advantage  to  markets  for  long-term  funds,  although  any 
particular  category  of  instrument  may  depend  on  investment  performance  in 
the  secondary  markets).  However,  strong  liquidity  preferences  on  the 
part  of  consumers  could  significantly  dampen  total  demand  for  locked-in 
retirement-savings  contributions,  even  with  tax  deferral.  Corresponding¬ 
ly,  as  suggested  earlier,  locking-in  may  discipline  the  degree  of  attractive¬ 
ness  (reflected  in  contribution  levels)  of  tax  deferrals  by  means  of  retire¬ 
ment  savings.  There  could  be  no  significant  advantages  over  RRSP  invest- 
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ment  plans  with  a  significant  number  of  subscribers.  Furthermore,  access 
to  withdrawals  from  RRSPs,  other  things  being  equal,  would  likely  be  a 
decisive  factor  against  RPAs  in  the  minds  of  a  very  substantial  majority  of 
consumers. 

It  is  suggested  that  the  problems  associated  with  complete  locking-in 
could  be  ameliorated  by  rules  which  permitted  partial  withdrawals  from 
RPAs,  such  as  on  the  basis  of  a  maximum  percentage  of  assets  within  the 
plan  in  any  given  year  and/or  a  maximum  percentage  of  total  withdrawals 
from  the  plan;  or,  alternatively,  on  the  basis  of  access  to  two  types  of 
accounts,  one  locked-in  (e.g.,  to  receive  vested  pension  benefits  on 
employment  termination)  and  one  not  (such  as  one  based  on  individual 
contributions,  as  is  now  the  case  for  an  RRSP).  Such  rules  would  soften 
the  substantial  constraints  on  individual  choice  and  flexibility  implicit  in 
totally  locked-in  RP/\  contributions  and  accumulations  when  the  RPA  is  the 
only  personal  retirement-savings  vehicle  available  after  a  certain  date. 

Locking-in  is  obviously  a  forced-savings  concept,  and  would  thus  be 
an  ingredient  in  any  broader  forced  retirement-savings  program,  such  as 
the  mandatory  money-purchase  proposals  of  the  Ontario  Royal  Commission 
on  the  Status  of  Pensions  (the  PURS  proposal  rejected  by  the  Ontario 
Select  Committee).  Although  the  Green  Paper  does  not  advocate  individual 
forced-savings  approaches,  it  does  broach  the  possibility  of  mandatory 
employment  pension  coverage  which,  especially  in  a  money-purchase  form, 
would  amount  to  the  same  thing.  This  would  particularly  apply,  for 
example,  in  the  types  of  circumstances  discussed  above  with  respect  to  the 
small-business  sector,  i.e.,  where  there  is  a  direct  trade-off  between 
retirement  contributions  and  salary  or  wages  in  the  minds  of  both  employee 
and  employer. 

Finally,  some  thoughts  about  federal-provincial  implications  of 
locking-in  may  be  noted.  A  very  large  proportion  of  employer  pension 
plans  are  regulated  at  the  provincial  level,  and  this  regulatory  jurisdiction 
would  in  principle  extend  to  such  questions  as  vesting  and  portability,  or 
of  mandatory  employer  pension  arrangements.  The  federal  government 
nevertheless  plays  an  important  role,  as  the  federal  Income  Tax  Act  is  the 
dominant  legislation  controlling  deductibility  of  retirement-savings  contri¬ 
butions  by  both  individuals  and  corporations.  Locking-in  could  be  imple¬ 
mented  by  co-operative  regulatory  arrangements  at  the  provincial  level, 
and  tax  and  regulatory  changes  (in  the  case  of  federally  regulated  pension 
arrangements)  at  the  federal  level.  In  the  absence  of  co-operative  ar- 
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rangements  to  achieve  locking-in,  the  federal  government  ultimately  has 
significant  formal  powers,  since  it  could  if  it  wished  deny  initial 
deductibility  of  retirement-savings  contributions  by  either  employers  or 
employees,  unless  such  contributions  were  to  be  permanently  locked-in, 
such  as  along  the  lines  of  the  Green  Paper  proposals. 

RESTRICTION  ON  THE  NUMBER  AND  FORM  OF  RPAs 

The  Green  Paper  and  its  Supplementary  Notes  propose  that  an  individual 
be  restricted  to  one  RPA  at  any  one  time.  The  Supplementary  Note  on 
RPAs  suggests  this  would  be  necessary  'for  administrative  purposes'. 
(Canada  1982,  4:3) 

It  is  submitted  that  this  proposal  is  one  of  the  most  potentially  detri¬ 
mental  and  unnecessary  features  of  the  proposed  RPA.  It  is  unclear  what 
the  administrative  purposes  are  which  would  make  such  a  provision  neces¬ 
sary  or  desirable.  It  is  obvious  that  it  may  be  slightly  more  convenient 
for  tax-administration  officials  if  there  is  only  one  account  to  keep  track 
of.  However,  keeping  track  of  multiple  accounts  (to  police  overall  contri¬ 
bution  or  accumulation  limits)  really  does  not  seem  particularly  difficult  in 
a  computer  age,  especially  where,  as  is  now  the  case  for  RRSPs  and  many 
other  tax  provisions,  there  is  mandatory  and  specific  documentation  re¬ 
quired  to  be  submitted.  Is  it  too  much  to  ask  that  tax  administration 
(which  is  after  all  a  government  service  supported  by  the  taxpayers) 
adjust  to  provide  for  some  reasonable  flexibility  on  behalf  of  the 
retirement-income  interests  of  Canadians? 

However,  this  is  not  the  most  serious  problem  with  the  proposed  RPA 
restriction  to  one  per  person  at  any  one  time.  There  are  at  least  three 
other  very  serious  implications.  One  is  the  question  of  financial-institution 
security.  If  an  individual  is  confined  to  one  RPA,  he  is  unable  to  spread 
his  institutional  risks  among  several  financial  intermediaries.  Even  assum¬ 
ing  the  RPA  is  held  in  a  financial  institituion  protected  by  the  Canada 
Deposit  Insurance  Corporation  (CDIC),  it  will  be  easy  for  many  individuals 
to  exceed,  across  a  lifetime  of  retirement  saving,  the  maximum  CDIC  pro¬ 
tection  of  $60,000  per  depositor  per  institution.  Other  solutions,  such  as 
a  restriction  on  the  underlying  investments,  are  similarly  not  without  prob¬ 
lems.  There  would  appear  to  be  little  if  any  reason  for  pension  reform  to 
assign  this  type  of  risk  (or  investment  restriction)  to  the  individual  with 
respect  to  his  or  her  retirement  savings.  No  such  restrictions  presently 
exist  for  RRSPs. 
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Neither  revising  CDIC  limits  nor  providing  a  universal  government¬ 
funding  vehicle  represents  a  solution  to  these  problems  without  significant 
further  complications.  A  large  increase  in  CDIC  deposit  protection,  even 
if  simply  for  retirement  savings  (assuming  the  inequities  inherent  in  such 
a  principle  could  be  digested),  would  not  only  increase  costs,  likely  to  be 
borne  by  retirement  savers,  but  would  re-open  or  exacerbate  the  issue  of 
all  participating  financial  institutions  being  called  on  to  pay  the  insurance 
freight  for  the  weakest  or  newest  players  in  the  market.  Restricting 
investment  to  a  universal  government-funding  vehicle,  assuming  it  could  be 
effectively  policed,  raises  major  concerns  with  respect  to  the  focus  and 
flow  of  savings  in  the  economy  and  both  real  and  financial  investment 
flexibility. 

Second,  there  is  a  strong  possibility  that  a  one-RPA-per-person 
requirement  could  in  practice  restrict  RPA  offerings  by  financial  institu¬ 
tions  to  savings-account-type  vehicles.  This  is  the  pattern  with  RHOSPs, 
which  are  also  restricted  per  individual.  In  the  case  of  RHOSPs,  financial 
institutions  face  the  prospect  of  withdrawal  on  short  notice  for  a  home  or 
other  eligible  purchase.  In  the  case  of  RPAs,  portability  between  institu¬ 
tions  suggests  a  similar  liquidity  requirement.  This  would  especially  be 
the  case  if  the  role  of  RPAs  was  to  a  significant  extent  a  short-term 
holding  tank  for  pension  benefits  that  are,  in  effect,  in  transit  between 
pension  plans. 

A  single  RPA  restriction  would  also  severely  limit  the  ability  of  the 
consumer  to  take  advantage  of  a  variety  of  product  offerings  of  financial 
institutions  in  his  or  her  retirement  planning.  This  would  presumably 
have  a  strong  influence  on  the  range  of  product  offerings  on  the  supply 
side  of  the  market  (i.e.,  by  financial  institutions). 

Were  RPAs  in  the  aggregate  predominantly  a  matter  of  third-party 
administration  of  self-administered  plans,  this  would  put  large  amounts  of 
savings  in  the  active  control  of  individuals  rather  than  professional  invest¬ 
ment  managers,  with  probable  losses  of  efficiency  associated  with  lower 
economies  of  scale  and  higher  transaction  costs,  as  well  as  professional 
investment  sophistication.  Of  course,  self-administered  RRSPs  are  one 
significant  component  of  the  present  scene.  RPAs,  because  of  their  role 
in  overall  pension  portability,  could  potentially  be  dealing  in  a  vastly  more 
significant  proportion  of  total  retirement  assets. 

Certainly  one  can  argue,  in  the  context  of  pension  reform,  that  much 
professional  pension  management  is  at  the  present  time  insufficiently  di- 
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rected  to  the  interests  of  potential  pension  beneficiaries,  notably  through 
investment  management  to  lower  the  funding  costs  of  defined-benefit  plans. 
However,  this  points  more  to  a  deficiency  in  the  design  of  the  plan  and 
the  manner  in  which  it  takes  advantage  of  professional  investment  manage¬ 
ment,  rather  than  in  the  quality  of  the  investment  management  itself.  For 
both  economic  and  social  reasons  (e.g.,  in  connection  with  retirement- 
savings  performance),  there  is  a  strong  role  for  professional  investment 
management  in  a  large  and  complex  economy.  A  primary  way  professional 
investment  management  can  be  encouraged  in  the  context  of  individual 
retirement-savings  vehicles  is  by  making  rules  which  enable  financial 
institutions  to  offer  a  broad  range  of  retirement-savings  products  (equity- 
based  portfolios,  debt  portfolios,  mortgage  or  other  real-estate  funds, 
savings  vehicles,  etc.).  To  limit  such  possibilities,  through  arbitrary 
rules  such  as  one  to  restrict  individuals  to  a  single  RPA,  would  act 
against  both  the  interests  of  the  economy  and  of  the  individuals  whose 
retirement  savings  are  at  stake. 

These  points  would  appear  to  argue  strongly  for  accessibility  to 
multiple  RPAs  (and/or  RRSPs).  It  may  be  further  suggested  that  group 
RPAs  should  be  permitted  as  one  of  several  options  available  to  individu¬ 
als.  Whereas  individual  RPAs  may  be  priced  by  financial  institutions  on 
the  basis  of  a  spread  differential,  group  RPAs  could  be  negotiated  at  a 
lower  average  cost  to  participants  through  both  savings  inherent  in  the 
management  of  the  larger  amounts  of  funds  involved,  and  a  greater  nego¬ 
tiating  leverage  with  financial  institutions. 

RPAs  AND  FINANCIAL  INSTITUTIONS 

A  number  of  points  have  already  been  made  regarding  RPAs  and  financial 
institutions.  These  points  include  the  potential  role  of  third-party  admin¬ 
istration  as  opposed  to  professional  investment  management,  product 
variety,  institutional  security,  and  deposit  insurance.  It  is  likely  that  the 
introduction  of  an  RPA-type  vehicle  for  the  range  of  purposes  described 
above  could  have  an  important  effect  on  the  relative  role  of  different 
categories  of  financial  institutions  in  servicing  the  pension  sector. 

A  decisive  shift  in  favour  of  RPAs  and  away  from  RPPs,  such  as 
might  occur  for  the  reasons  discussed  in  the  section  on  the  RPA  as  a 
portability  vehicle,  would  significantly  affect  the  market  for  the  services  of 
established  pension-fund  managers.  Such  a  shift  would  likely  be  in  the 
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direction  of  banks  and  trust  companies,  who  are  best  equipped  and 
positioned  to  service  individual  accounts  and  transactions.  Similar  consi¬ 
derations  might  apply,  although  to  a  somewhat  lesser  extent,  to  investment 
dealers,  particularly  for  RPAs  which  emphasize  assets  traded  in  the 
financial  markets. 

Banks  in  particular  may  have  special  advantages  in  gaining  market 
share  under  an  RPA  regime.  The  RPA  concept  ties  retirement  savings 
much  more  closely  to  the  consumer,  and  somewhat  less  to  the  employer. 
Banks,  and  to  some  extent  trust  companies  and  credit  unions,  have  and 
are  developing  a  customer-relations  base  in  this  sector,  which  includes  a 
variety  of  both  conventional  and  new  financial  services.  While  pension 
reform  generally  and  the  RPA  concept  in  particular  would  lessen  the  rela¬ 
tive  influence  of  employers  with  whom  the  banks  have  established  relation¬ 
ships  and  leverage,  the  effect  of  many  of  these  changes  is  creation  of  the 
need  to  individualize  employee  interests  in  pension  plans.  It  is  a  rela¬ 
tively  short  step  from  payroll  (a  service  banks  increasingly  provide)  to 
portability  of  deferred  compensation  in  pension  plans,  a  concept  empha¬ 
sized  in  the  Green  Paper. 

To  conclude,  there  would  appear  to  be  some  tendency,  in  the  RPA 
concept  as  proposed,  to  move  away  from  professional  management  across  a 
range  of  assets,  and  more  towards  individual  self-administered  investments 
and/or  relationships  with  transaction-oriented  and  deposit-taking  institu¬ 
tions.  This  is  not  to  imply  that  there  is  some  problem  with  banks,  trust 
companies  and  credit  unions  playing  a  significant  role  in  this  area;  indeed, 
the  contrary  would  be  the  case.  Rather,  it  is  suggested  that  pension 
reform  in  general,  and  RPA  concepts  in  particular,  should  be  structured 
to  encourage  consumer  access  to  as  broad  a  range  of  investment  skills  and 
product  offerings  as  possible.  This  would  appear  to  be  in  the  interest  of 
consumers  and  the  retirement  incomes  of  Canadians  generally.  It  is  also  in 
the  interests  of  the  economy  as  a  whole  that  the  very  significant  volume 
and  proportion  of  national  savings  which  retirement  plans  represent  should 
not  be  constricted  for  purely  institutional  reasons  from  playing  their  full 
role  in  all  significant  dimensions  of  the  capital  markets,  including  deposit- 
based  financial  intermediation,  public  and  private  money-market  instru¬ 
ments,  public  and  private  medium-  and  long-term  debt,  mortgage  or  other 
real-estate  investments,  and  qualified  equities. 

As  already  noted,  the  proposed  locking-in  feature  of  RPAs  could  help 
strengthen  the  long-term  capital  markets.  Locking-in  implies  that  sub- 
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stantial  volumes  of  savings  are  committed  to  investment  on  a  long-term 
basis,  although  not  necessarily  to  any  particular  investment  which  can  be 
traded  in  secondary  markets.  In  recent  years  there  has  been  a  significant 
decline  in  the  availability  of  funds  available  for  commitment  on  a  medium- 
or  long-term  basis,  particularly  at  the  level  of  deposit-taking  institutions, 
for  medium-  and  long-term  mortgages  for  example,  or  for  long-term 
public-debt  issues. 

SOME  FEDERAL-PROVINCIAL  IMPLICATIONS 

It  is  beyond  the  scope  of  this  paper  to  consider  all  the  many  federal- 
provincial  implications  inherent  in  pension  reform.5  However,  certain 
possible  federal-provincial  aspects  of  the  RPA  vehicle  may  be  noted. 

There  is  a  somewhat  awkward  jurisdictional  division  of  labour  between 
federal  and  provincial  levels  of  government  with  respect  to  pensions,  an 
awkwardness  which  pension  reform  may  easily  exacerbate.  The  federal 
government  is  a  significant  force,  not  only  because  of  employer  pension 
plans  which  fall  under  federal  jurisdiction,  but  more  importantly  because  of 
its  predominant  role  in  the  income-tax  field  (reinforced  by  tax- collection 
agreements  in  respect  of  all  provinces  except  Quebec  for  individuals  and 
most  provinces  for  corporations).  The  federal  government  is  also  influen¬ 
tial  through  regulatory  control  over  banks,  and  to  some  extent,  trust  and 
insurance  companies.  On  the  other  hand,  benefits  legislation  governing 
private  plans  has  for  the  most  part  been  a  traditional  provincial  responsi¬ 
bility  except  for  federally  regulated  employers.  Certain  classes  of  finan¬ 
cial  institutions,  and  the  public-securities  markets,  are  also  provincially 
regulated. 

By  means  of  the  Income  Tax  Act,  the  RPA  concept,  given  the  role 
envisaged  for  it,  could  significantly  alter  the  relative  importance  of  the 
federal  and  provincial  governments  in  controlling  private-pension  arrange¬ 
ments  .  The  RPA  would  be  intimately  linked  to  the  key  questions  of 
vesting  and  portability.  The  federal  authority  could  exercise  significant 
leverage  over  provincial  portability  and  vesting  regulations  because  of  the 
importance  of  tax  treatment  to  pension  arrangements  generally.  For 
example,  the  federal  government  has  the  power,  through  the  Income  Tax 
Act,  to  limit  deductibility  of  retirement  savings  or  pension  contributions  to 
those  plans  which  meet  certain  criteria  it  imposes,  which  would  include 
portability,  locking-in,  etc. 
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At  one  extreme,  the  RPA  concept  could  play  a  role  in  increasing 
centralization  of  pension  regulation  in  the  hands  of  the  federal  government 
by  means  of  the  Income  Tax  Act,  if  that  were  the  federal  government's 
intention.  Early  vesting  and  portability,  and  the  conversion  of  defined- 
benefit  plan  interests  to  current  cash  values,  are  politically  appealing 
concepts.  '  There  are  also  important  issues  inherent  in  spousal-retirement 
arrangements,  even  if  family  law  as  it  applies  to  property  is  significantly  a 
provincial  jurisdiction  (divorce  is,  of  course,  an  exception  as  a  federal 
matter) . 

It  is  possible  to  imagine  alternative  scenarios  if  federal-provincial 
discord  develops  over  pension  reform.  On  the  one  hand,  regulatory 
disputes  between  the  federal  and  provincial  authorities  could  significantly 
increase  the  use  of  the  RPA  concept,  especially  for  new  plans  or  perhaps 
new  employees.  If  the  attractions  were  sufficiently  powerful,  this  would 
be  a  simplifying  arrangement,  because  it  implies  a  clear  choice  of  jurisdic¬ 
tional  control.  There  could,  however,  be  strains  on  federal-provincial  tax 
collection  and  co-operation  agreements. 

An  alternative  scenario  could  result  in  the  case  of,  for  example, 
consolidation  under  provincial  control  where  that  option  exists,  with  limited 
resort  to  the  RPA.  The  central  questions  here  would  relate  to  the  manner 
and  form  of  vesting  and  portability.  Federal-provincial  disagreements 
could  result  in  disincentives  for  RPPs  to  be  converted  to  a  money-purchase 
form  suitable  for  portability  through  an  RPA  or  like  vehicle.  This  could 
be  reinforced  by  interprovincial  agreements  providing  for  vesting- 
portability  arrangements  between  plans  on  a  different  basis  (which  in  fact 
might  be  preferred  by  providers  of  private  plans).  The  disruption  to 
existing  pension-arrangement  patterns  which  could  result  if  RPAs  seem  to 
have  the  potential  to  displace  established  pension  plans  to  a  significant 
extent  could  force  these  tendencies. 

Under  either  scenario,  market  efficiency  in  the  interests  of  both  the 
consumer  and  the  economy  as  a  whole  are  less  likely  to  occur. 

CONCLUSIONS 

This  paper  has  touched  on  some  of  the  more  salient  among  the  many  com¬ 
plexities  and  uncertainties  raised  by  the  RPA  concept  as  proposed  in 
federal  pension-reform  documentation.  The  following  general  conclusions 
emerge. 
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1  The  RPA  is  not  a  new  retirement  vehicle,  but  a  more  restrictive  ver¬ 
sion  of  the  present  RRSP. 

2  In  general,  the  RPA  concept  as  proposed  has  the  potential  to  become 
a  very  significant  category  of  retirement-savings  vehicle.  Much,  however, 
will  depend  on  the  specifics  of  the  regime  which  is  ultimately  put  in  place, 
particularly  with  respect  to  contribution  limits,  the  degree  to  which 
employees  have  freedom  to  elect  among  various  portability  options,  and  the 
money-purchase  impact  of  portability  on  defined-benefit  plans.  The  latter 
aspects  are  particularly  likely  to  influence  the  degree  to  which  the  RPA 
encroaches  on  existing  pension-plan  patterns. 

3  The  RPA  concept  does  offer  certain  advantages  in  terms  of  achieving 
expanded  pension-plan  coverage;  in  particular,  in  providing  a  more  con¬ 
venient  vehicle  (by  comparison  with  trusteed  pension  plans,  such  as  for 
the  small-business  sector).  It  could  also  be  one  of  the  techniques  used 
should  mandatory  employer  coverage  be  introduced.  In  the  absence  of 
additional  tax  or  other  incentives,  however,  the  RPA  might  not  induce 
significantly  expanded  pension  coverage  where  employees  and/or  employers 
elect  direct  rather  than  deferred  compensation.  Low  lifetime-income 
earners  could  be  disadvantaged  by  substituting  retirement  savings  for 
direct  renumeration. 

4  Contribution  limits  (and  perhaps  limits  on  accumulations  within  RPAs 
as  well)  have  yet  to  be  spelled  out  in  proposal  form  by  the  federal  gov¬ 
ernment.  This  is  a  central  question  with  respect  to  the  operation  of 
RPAs,  and  to  the  introduction  of  greater  fairness  and  flexibility  for  indi¬ 
viduals  in  building  up  tax-assisted  retirement  savings.  However,  the 
objective  of  uniform  treatment  in  tax  assistance  and  uniform  government 
fiscal  priorities  may  compete  with  the  objective  of  avoiding  serious  disrup¬ 
tions  in  pre-retirement  standards  of  living  through  retirement  savings. 

5  The  objective  of  avoiding  serious  disruption  in  living  standards  upon 
retirement  suggests  that  consideration  should  be  given  to  permitting 
increased  access  to  foreign-currency  assets  in  RPAs  (and  in  pension- 
investment  arrangements  generally). 

6  The  proposal  that  amounts  contributed  to  or  accumulated  within  RPAs 
be  locked-in  until  retirement  -  one  of  two  principal  differences  between  the 
RPA  concept  as  proposed  and  the  existing  RRSP  -  should  be  reconsidered, 
at  least  to  the  extent  of  allowing  for  a  certain  annual  and/or  aggregate 
proportion  of  such  funds  to  be  accessed  by  individual  plan  owners. 

7  The  other  principal  difference  between  the  proposed  RPA  and  the 
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existing  RRSP  -  that  persons  be  restricted  to  only  one  such  account  at  a 
time  -  should  be  withdrawn.  Otherwise,  individuals  will  be  unable  to 
diversify  their  risk  among  financial  institutions;  there  is  likely  to  be  a 
much  narrower  range  of  RPA  product  offerings  by  financial  institutions; 
and  consumer-investment  choice  will  be  either  limited  or  expensive  in  terms 
of  transaction  costs  and  investment  risks. 

8  The  RPA  proposals  have  several  features  which  suggest  that  banks, 
trust  companies  and  credit  unions  (or  in  general,  deposit-taking  institu¬ 
tions)  could  play  a  predominant  role  in  RPA  administration.  Depending  on 
details  which  have  yet  to  emerge,  the  RPA  concept  could  be  biased  against 
broader  and  deeper  participation  by  other  types  of  financial  institutions 
and/or  investment-management  skills. 

9  The  RPA  concept  is  at  the  centre  of  the  federal-provincial  jurisdic¬ 
tional  interface  with  respect  to  private  employer  pension  plans.  Federal- 
provincial  regulatory  discord  could  have  a  significant  impact  on  the  manner 
and  degree  in  which  RPAs  are  used,  particularly  in  reference  to  vesting 
and  portability. 


NOTES 


1  Similar  proposals,  notably  in  connection  with  'locking-in',  have  also 
been  made  by  the  Economic  Council  of  Canada,  the  Canadian  Association 
of  Pension  Supervisory  Authorities,  the  Ontario  Royal  Commission  on 
the  Status  of  Pensions  (but  rejected  by  the  Ontario  Select  Committee 
on  Pensions),  the  Pension  Commission  of  Manitoba,  and  the  Government 
of  British  Columbia. 

2  Such  flexibility  may  be  limited  by  a  restriction  of  one  RPA  per  indi¬ 
vidual,  as  will  be  discussed  in  the  section  entitled  'Restriction  on 
the  number  and  form  of  RPAs'  in  this  paper. 

3  Locking-in  arrangements  are  also  advocated  in  the  pension  reform 
proposals  of  the  Economic  Council  of  Canada,  the  Canadian  Association 
of  Pension  Supervisory  Authorities  (CAPSA) ,  the  Ontario  Royal 
Commission  on  the  Status  of  Pensions,  the  Manitoba  Pension  Commission 
and  the  Government  of  British  Columbia.  CAPSA  suggests  a  locked-in 
retirement  account  (LIRA) . 

4  It  is  noted  in  this  connection  that  Revenue  Canada  has  recently  taken 
steps  to  prevent  financial  institutions  from  offering  low-rate  mort¬ 
gages  matched  by  the  same  individual's  RRSP  deposit. 

5  See  on  this  subject  the  paper  by  Keith  Banting  in  the  present  volume. 
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The  Effect  of  Pension  Funding 
on  Investment,  Savings,  and  Financial 
Intermediation 

Jack  Mintz 


Evaluation  of  the  impact  of  public  and  private  pensions  on  capital  markets 
often  uses  results  obtained  in  the  United  States  (see  the  review  by  Jump 
in  this  volume).  This  literature  has  based  its  analysis  on  closed  economies 
and  leads  to  the  following  conclusion:  public  pensions  and  the  tax  treat¬ 
ment  of  private  pensions  can  affect  savings  and,  given  that  savings  equal 
investment  in  equilibrium,  the  level  of  investment. 

As  Jump  discusses  in  his  paper,  such  analysis  is  misleading  for  a 
small,  open  economy  such  as  Canada's.  If  the  world  interest  rate  is 
exogenous  to  Canada,  investment  in  Canada  cannot  be  affected  by  domestic 
savings  behaviour.  In  equilibrium,  domestic  investment  and  assets  held  by 
Canadians  abroad  are  equal  to  domestic  and  foreign  savings.  The  impact 
of  an  increase  in  Canadian  savings  would  be  either  to  decrease  foreign 
savings  coming  into  Canada  or  increase  the  claims  made  by  Canadians  on 
assets  held  abroad. 

The  thrust  of  this  discussion  is  to  draw  out  the  implications  of  the 
small,  open-economy  assumption  in  evaluating  the  impact  of  pensions  on 
capital  markets.  Some  of  these  points  are  mentioned  in  the  Jump  paper. 
Five  aspects  will  be  considered  here: 

the  impact  of  public  pensions  on  investment; 

the  impact  of  private  pensions  on  investment  and  savings; 

financial  policy  of  firms  and  pensions; 

financial  intermediation;  and 

the  effect  of  subsidized  credit  made  available  through  provincially- 
controlled  pension  plans. 


Jack  Mintz  is  an  Assistant  Professor,  Department  of  Economics,  Queen's 
University,  Kingston,  Ontario. 
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Two  caveats  are  in  order.  First,  I  shall  assume  that  public  pensions 
in  part  reduce  aggregate  domestic  savings  made  available  for  investment. 
This  has  been  argued  elsewhere,  although  the  empirical  evidence  as  re¬ 
viewed  by  Jump  is  not  conclusive.  Second,  I  shall  assume  that  the  exis¬ 
tence  of  private  pension  plans  reduces  the  tax  on  the  return  paid  to 
savers.  Also  noted  elsewhere  is  that  the  deductibility  of  private  pension 
and  Registered  Retirement  Savings  Plan  (RRSP)  contributions,  and  the 
taxation  of  withdrawals  from  these  plans,  implies  no  implicit  taxation  of 
interest.  This  argument  depends  on  a  critical  assumption:  namely,  that 
the  tax  rates  at  the  time  of  contribution  and  withdrawal  are  the  same. 
Moreover,  one  would  need  to  assume  that  not  all  individuals  are  able  to 
substitute  other  forms  of  tax-sheltered  savings  for  private  pension  savings 
(such  as  self-administered  RRSP  plans).  Thus,  for  those  individuals  who 
are  at  the  limit  of  contributions  ($3,500  for  pension  and  RRSP  contribu¬ 
tions),  a  reduction  in  taxes  causes  income  effects  which  can  increase 
savings.  For  individuals  not  at  the  limit,  private  pensions  can  increase 
the  marginal  after-tax  return  paid  to  savers. 

These  remarks  are  divided  into  two  parts.  First,  I  shall  discuss  the 
implications  of  public  and  private  pensions  for  capital  markets  in  a  small, 
open  economy.  Second,  I  shall  comment  on  some  of  the  provisions  in  the 
Green  Paper  in  light  of  these  implications. 

PUBLIC  AND  PRIVATE  PENSIONS  IN  AN  OPEN  ECONOMY 

Much  of  the  emotional  debate  about  pension  reform  has  raised  a  number  of 
fears  regarding  the  impact  of  pension  policies  on  capital  markets.  Some  of 
the  fears  are  groundless.  Others  are  quite  valid.  Below,  five  common 
'perceptions'  prompting  these  fears  are  evaluated  in  the  context  of  an  open 
economy . 

Perception  1:  'Public  pensions  crowd  out  private  investment.' 

Some  of  the  U.S.  literature  has  concluded  this  to  be  true  if  private 
savings  decline,  but  all  of  the  analysis  has  been  based  on  a  closed  eco¬ 
nomy.  While  it  may  be  true  that  aggregate  savings  are  affected  by  public 
pensions,  aggregate  investment  will  not  change  in  an  open  economy.  If, 
for  example,  the  domestic  savings  rate  declines,  then  new  capital  inflows 
from  abroad  will  occur,  reducing  either  Canadian  domestic  ownership  of 
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capital  or  Canadian  claims  on  assets  held  abroad.  As  long  as  the  world 
interest  rate  is  unaffected  by  savings  behaviour  in  Canada,  producers  in 
Canada  will  maintain  the  level  of  capital  stock,  since  the  cost  of  capital  is 
unchanged. 

Perception  2:  'Private  pensions,  being  a  form  of  tax-sheltered  savings, 
reduce  the  effective  personal-tax  rate  on  capital  income  and 
thereby  increase  investment.' 

Even  if  fully  funded  pension  plans  held  by  individuals  are  important  with 
respect  to  savings  decisions,  these  funds  do  not  influence  aggregate 
investment  in  a  small,  open  economy.  This  is  because  the  before-personal- 
tax  interest  rate  is  exogenous  to  Canada  as  U.S.  investors,  for  example, 
require  the  same  after-tax  rates  of  return  on  Canadian  assets  as  they  do 
on  U.S.  assets.  When  Canada  reduces  personal-tax  rates  on  capital  income 
accruing  to  Canadian  residents,  the  effective  tax  on  capital  owned  by  U.S. 
investors  who  still  must  pay  U.S.  taxes  is  unaffected  (see  Boadway, 
Bruce,  and  Mintz  1983  for  an  exact  derivation  of  this  result).  As  private 
pension  plans  reduce  the  personal-tax  rate  on  interest  income,  the  ultimate 

impact  of  pension  savings  is  to  increase  the  net  of  tax  return  paid  to 

savers  in  Canada.  If  the  limits  on  contributions  are  not  effective  and 
other  forms  of  capital  income  are  taxable,  all  savings  will  be  invested  in 

private  pensions  and  RRSPs.  Otherwise,  individuals  will  invest  in  non- 

taxable  savings  instruments  up  to  the  limit,  with  the  net  of  return  on 
non-taxable  savings  being  greater  than  on  taxable  savings. 

Investment  in  Canada,  therefore,  is  unaffected  by  private  pension 
plans  since  only  the  before-personal-tax  interest  rate  which  is  dictated  by 
world  capital  markets  will  be  relevant  to  the  firm.  It  is  clear,  however, 
that  the  consumption-savings  choice  made  by  individuals  could  be  affected. 
Income  taxation  of  interest  income  is  a  double  tax  on  savings,  since  taxes 
are  levied  both  at  the  time  when  income  is  earned  and  when  interest  is 
earned.  Yet  an  income  tax  on  consumption  is  levied  only  once  when  in¬ 
come  is  earned .  Thus ,  taxation  of  capital  income  tends  to  favour  con¬ 
sumption  over  savings.  The  current  tax  treatment  of  pension  and  retire¬ 
ment  plans  allows  individuals  to  put  all  or  at  least  some  of  their  savings  in 
tax-sheltered  assets.  For  those  individuals  who  put  all  their  savings  in 
pension  plans  and  RRSPs,  the  availability  of  tax-sheltered  assets  increases 
their  desired  level  of  savings .  For  others  who  save  more  than  the  amount 
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permitted  for  favoured  tax  treatment  (i.e.,  $3,500  or  $5,500  for  RRSPs 
and  pension  plans),  the  availability  of  the  tax-sheltered  assets  does  not 
affect  desired  savings  (except  for  wealth  effects).  In  the  aggregate  then, 
RRSP  and  pension  plans  increase  desired  savings. 

Perception  3:  'Private  pension  plans  affect  the  financial  policy  of  firms.' 

Recent  literature  examining  the  effect  of  taxation  on  the  financial  policy  of 
firms  has  made  the  following  argument:  the  aggregate  amount  of  debt  and 
equity  held  in  the  economy  ultimately  depends  on  the  relative  sizes  of 
funds  available  from  differentially  taxed  investors  who  tend  to  specialize  in 
ownership  of  assets  (Miller  1977,  and  Auerbach  and  King  1983).  For 
example,  suppose  there  are  several  types  of  investors,  including  managers 
of  pension  funds  and  individuals  of  various  income  classes.  Capital  mar¬ 
kets  constrain  equity  owners  in  borrowing  unlimited  amounts  of  funds  and 
constrain  debt  owners  in  selling  equity  short.  In  equilibrium,  the  margin¬ 
al  investor  will  be  indifferent  between  debt  and  equity  issued  by  the  firm, 
and  the  firm  will  be  indifferent  in  issuing  debt  or  equity  to  him.  This 
implies  that  the  after-tax  return,  the  combined  corporate  and  personal  tax, 
and  the  pre-tax  returns  on  equity  and  debt  are  the  same.  The  effective 
tax  rate  will  depend  upon  the  marginal  investor's  income.  For  non¬ 
marginal  investors,  the  higher-income  individuals  will  tend  to  own  equity, 
since  for  them,  the  personal  and  corporate  tax  rate  on  equity  is  less  than 
on  debt.  The  low-income  individuals  would  tend  to  favour  debt.  In  the 
case  of  pension  funds,  there  is  no  tax  on  debt,  and  a  corporate  tax  with 
no  dividend  tax  credit  paid  to  the  pension  fund  is  levied  on  equity. 
Thus,  for  tax  reasons,  pension  funds  would  tend  to  own  debt. 

Much  of  the  above  analysis  is  based  on  closed  economies.  In  an  open 
economy  such  as  Canada's,  the  link  between  financial  policy  and  the  char¬ 
acteristics  of  investors  is  less  clear.  The  marginal  investor  in  Canada  may 
be  an  American,  so  that  the  effective  tax  rate  on  debt  and  equity  would 
depend  both  on  Canadian  corporate  taxes  (unless  credited)  and  U.S. 
personal  taxes.  Although  not  part  of  a  closed  economy,  Canadian  pension 
funds  would  still  tend  to  own  debt  for  the  same  tax  reasons  given  above. 
However,  the  aggregate  amount  of  debt  and  equity  owned  in  Canada  will 
depend  on  both  domestic  and  foreign  savings  available  to  Canadian  busi¬ 
nesses.  Changing  the  impact  of  taxes  on  Canadian  pension  funds  (e.g., 
by  introducing  a  dividend  tax  credit)  may  have  no  effect  on  the  financial 
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policy  of  Canadian  firms  if  Canadian  pension  savings  are  substituted  for 
foreign  savings. 

There  are  other  determinants  of  the  financial  policy  of  firms  which 
will  not  be  discussed  here.  In  an  open  economy,  there  is  no  special  link 
between  firm  financial  policy  and  the  availability  of  retirement  savings. 
Given  that  pension  funds  can  only  invest  10  per  cent  of  their  assets 
abroad,  the  effect  of  private  pensions  may  be  to  increase  domestic  owner¬ 
ship  of  assets. 

Perception  4:  'Pension  funding  affects  the  financial  intermediary  process.' 

Financial  intermediaries  use  the  savings  of  households  to  invest  in  capital. 
In  an  open  economy,  financial  intermediation  does  not  affect  investment  as 
such  but  can  influence  the  allocation  of  savings  amongst  various  types  of 
capital. 

The  household  will  invest  in  various  assets  until  their  after-tax 
return  net  of  all  transactions  costs  is  the  same.  Financial  intermediaries 
allow  households  to  reduce  transaction  costs  since,  due  to  the  large  size  of 
their  investments,  they  can  achieve  minimum  efficient  scale;  and  specialized 
financial  managers  already  have  the  information  needed  to  assess  the 
quality  of  potential  investments.  In  this  sense,  financial  intermediaries 
play  an  important  role  in  capital  markets  where  individuals  incur  large 
costs  in  transacting  credit. 

The  impact  of  pension  funds  on  the  financial  intermediary  process, 
however,  is  limited  in  two  ways.  First,  various  regulations  limit  the  types 
of  assets  that  can  be  acquired  by  the  pension  fund.  Second,  pension 
funds  are  not  the  only  large-scale  financial  institutions.  Banks,  trust 
companies ,  insurance  companies  and  other  financial  firms  can  perform  the 
same  services.  It  is  thus  unlikely  that  pension  funds  can  improve  upon 
the  financial  intermediary  process  itself. 

Perception  5:  'The  investment  of  public  pension  funds  at  subsidized  inter¬ 
est  rates  benefits  the  capital  flow  of  favoured  industries 
and  reduces  the  amount  of  capital  available  to  unaided 
firms . ' 

In  an  open  economy,  public  pension  funds  that  are  invested  in  low-yield 
loans  made  to  certain  types  of  firms  do  not  increase  aggregate  industry 
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investment,  since  the  amount  of  funds  available  is  limited.  For  marginal 
savings  (the  last  dollar  of  acguired  savings),  funding  is  already  available 
from  other  lenders,  albeit  at  higher  interest  rates.  The  effect  of  the 
subsidy,  then,  is  to  give  a  windfall  gain  to  privileged  firms,  at  the  ex¬ 
pense  of  future  generations  that  must  make  greater  pension  contributions 
to  match  the  benefits  now  offered  under  pay-as-you-go  plans  (as  noted  by 
Jump  in  his  paper  for  this  volume). 

Jump  makes  an  important  proposal  to  limit  the  ability  of  governments 
to  influence  the  portfolio  decisions  of  public  pension  funds.  The  thrust  of 
the  proposal  is  to  allow  private  pension  managers  to  invest  Canada  Pension 
Plan  (CPP)  funds  in  assets  held  by  the  private  pension  plans.  The  mana¬ 
gers  of  the  funds  would  be  liable  for  any  low  yields,  and  reap  any  profits 
from  high-yield  investments.  As  Jump  notes,  the  effect  of  the  proposal 
would  be  to  impose  risk  upon  the  private  pension  plan  managers  who  may 
resist  using  CPP  funds. 

If  governments  have  the  political  will  to  impose  limitations  on  the  use 
of  public  pension  funds,  then  the  scheme  suggested  by  Jump  may  be  too 
difficult  to  implement.  It  might  be  easier  to  restrict  the  investments  made 
through  pension  plans  to  certain  types  of  assets,  e.g.,  to  those  liabilities 
issued  by  private  intermediaries  (such  as  banks,  financial  and  mutual- 
funds  institutions)  that  can  make  decisions  on  behalf  of  the  public  pension 
fund  owners.  I  do  concur  with  Jump,  however,  that  public  pension  plans 
should  be  restricted  from  being  used  for  making  subsidized  loans  to  indus¬ 
tries  . 

The  conclusion  to  be  drawn  from  the  above  discussion  is  that  any 
reform  of  public  pensions  and  private  pension  regulation  would  ultimately 
affect  the  size  and  composition  of  aggregate  saving  and  the  degree  of 
domestic  ownershp  of  Canadian  capital.  In  an  open  economy,  investment 
would  not  be  affected. 

IMPLICATIONS  OF  THE  GREEN  PAPER  PROPOSALS  FOR  CAPITAL 
MARKETS 

The  Green  Paper  on  pension  reform  made  a  number  of  specific  recommenda¬ 
tions  regarding  the  CPP  and  private  pension  plan  regulations.  Without 
listing  all  the  proposals,  I  shall  discuss  those  that  will  especially  affect 
capital  markets  in  light  of  the  earlier  discussion  regarding  the  openness  of 
the  Canadian  economy. 
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Canada  Pension  Plan 


The  general  thrust  of  the  CPP  proposals  is  to  increase  benefits  to  be  paid 
under  the  CPP.  The  proposals  call  for  increasing  the  maximum  pensionable 
earnings  to  equal  the  average  industrial  wage,  additional  benefits  for 
survivors,  and  broadening  the  number  of  people  who  gualify  for  benefits 
to  include,  for  example,  working  mothers  who  were  absent  from  work  while 
raising  children  for  a  certain  number  of  years. 

The  impact  of  these  proposals  will  be  to  increase  the  amount  of  retire¬ 
ment  benefits  and  contribution  rates  which  are  based  on  wages  earned.  In 
Canada’s  open  economy,  it  will  be  savings  and  not  investment  that  will  be 
affected.  The  increase  in  benefits  may  reduce  private  savings  or  the 
bequests  made  to  future  generations,  especially  for  higher-income  classes. 
As  lower-income  individuals  are  already  limited  in  their  ability  to  save 
income,  additional  pension  benefits  may  not  influence  their  savings 
decisions . 

The  additional  taxes  that  are  to  be  raised  will  affect  savings  in  two 
ways.  First,  they  will  reduce  the  disposable  income  of  individuals.  If 
future  consumption  is  positively  related  to  lifetime  income,  then  domestic 
savings  would  be  reduced.  Second,  these  taxes  could  affect  labour-supply 
and  retirement  decisions  which  in -turn  can  affect  savings  decisions.  Here, 
however,  little  empirical  evidence  is  available:  a  reduction  in  labour 
supply  may  either  decrease  or  increase  savings,  or  the  desire  to  save  for 
retirement. 

If  private  savings  are  reduced  by  the  CPP  reforms,  domestic  owner¬ 
ship  of  Canadian  capital  or  assets  owned  by  Canadians  abroad  would  also 
be  reduced.  Public  pension  plans  would  be  larger,  and,  depending  upon 
portfolio  decisions,  the  allocation  of  household  savings  could  also  be 
affected . 

Private  pension  plans 


The  main  thrusts  of  the  recommendations  regarding  private  pension  reform 
are  to  improve  the  portability  of  private  pensions,  protect  spouses,  and  to 
protect  benefits  eroded  by  inflation.  Many  of  the  proposals  would  make 
pension  plans  more  attractive  to  the  pension  owner,  but  could  reduce  his 
or  her  lifetime  wages  (see  Pesando's  paper  in  this  volume).  However, 
total  lifetime  incomes  and  thus  ultimate  savings  behaviour  may  not  be 
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affected  as  such. 

The  Green  Paper  proposals  have  suggested  the  creation  of  a  Regis¬ 
tered  Pension  Account  (RPA)  which  would  allow  indiviuals  to  put  employer 
contributions  made  on  behalf  of  employees  into  self-adminstered  accounts. 
Individuals  would  also  be  able  to  make  tax-deductible  contributions  to 
these  accounts,  as  is  currently  done  with  RRSPs.  The  main  differences 
between  the  RPA  and  RRSP  are  that  RPA  funds  will  be  'locked-in'  until 
retirement,  and  only  one  account  may  be  held.  Marchant,  in  his  paper  for 
this  volume,  has  recommended  the  partial  or  complete  elimination  of  these 
two  limitations  regarding  the  RPA. 

While  not  explicitly  stated  in  the  Green  Paper,  there  is  a  hint  that 
the  RPA  would  replace  the  RRSP.  This  would  make  retirement  savings  for 
the  individual  less  attractive  for  two  reasons.  First,  the  'locked-in'  fea¬ 
ture  would  mean  that  retirement  savings  will  be  less  liquid.  The  Green 
Paper  suggests  that  individuals  would  be  able  to  appeal  to  the  government 
to  release  savings  in  the  event  of  unexpected  contingencies,  but  this 
process  would  likely  be  cumbersome  and  subject  to  uncertainty  regarding 
the  application  of  standards  in  defining  'contingency'.  Second,  the 
holding  of  only  one  RPA  account  will  limit  the  ability  of  the  individual  to 
divest  funds  amongst  different  types  of  securities  such  as  mortgages, 
bonds,  equities,  etc. 

The  latter  restriction  could  easily  be  removed  by  allowing  individuals 
to  hold  multiple  RPA  accounts.  The  former  restriction  is  more  contentious. 
The  argument  for  'locking-in'  retirement  savings  is  that  individuals  may, 
for  the  wrong  reasons,  use  retirement  savings  for  current  consumption  and 
thus  reduce  living  standards  after  retirement.  However,  the  negative 
impact  of  'locking-in'  savings  would  be  to  make  individuals  who  do  not 
wish  to  reduce  their  liquidity  save  less  for  the  future,  or  place  more 
funds  in  other  tax-sheltered  savings  such  as  equity-owned  housing. 
Making  retirement  savings  less  liquid  could  thus  reduce  aggregate  savings 
and  alter  the  portfolio  decisions  made  by  households. 

CONCLUSIONS 

The  main  impact  of  the  Green  Paper  proposals  will  be  on  the  aggregate 
amount  and  composition  of  savings.  The  most  important  effect  on  savings 
will  likely  be  the  substitution  of  the  RPA  with  'locked-in'  features  for  the 
RRSP  account.  I  would  agree  with  Marchant  that  at  most,  'partial'  locking- 


399 


in  should  be  allowed,  such  as  locking-in  the  contributions  made  by  employ¬ 
ers  on  behalf  of  the  employees.  More  locking-in  of  retirement  savings 
could  reduce  the  amount  of  savings  made  for  retirement  purposes. 
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Comments  by  Ronald  G.  Bodkin 


Let  me  begin  by  saying  that  I  am  in  agreement  with  Professor  Bossons' 
remark  (made  during  the  verbal  presentation  of  his  paper  for  this  volume) 
that  the  model  of  a  purely  competitive  labour  market,  in  which  pensions 
are  negotiated  between  two  sets  of  rational,  well-informed  economic  agents, 
may  often  lack  a  certain  realism.  I  am  reminded  of  the  story  of  my  ex¬ 
chairman,  whom  I  met  a  few  months  after  his  retirement.  After  the  usual 
pleasantries,  he  told  me  that  he  had  a  couple  of  hundred  dollars  more  of 
retirement  income  than  he  had  anticipated.  When  I  inquired  why  this 
should  be,  he  informed  me  that,  although  the  Canada  Pension  Plan  (CPP) 
was  integrated  into  the  university's  pension  plan,  the  Old  Age  Security 
(OAS)  was  not  (but  rather,  was  'stacked'  or  an  extra  payment),  and  that 
he  did  not  know  this  beforehand.  While  I  knew  this  (as  a  former  member 
of  the  university's  pension  committee),  this  gentleman,  a  former  chairman 
of  the  department  of  economics  of  our  university,  did  not!  Furthermore, 
if  he  didn't,  I  think  it  safe  to  suppose  that  90  per  cent  of  the  university 
professors  wrould  not  have  this  knowledge.  This  in  turn  shows  the  limita¬ 
tions  of  an  analysis  which  supposes  the  rationality  and  full  information  of 
both  sides  of  the  market  in  the  generation  and  implementation  of  pension 
systems.  Thus  I  agree  with  Professor  Bossons  that  what  may  be  paternal¬ 
ism  in  a  fully  informed  and  perfect  market  becomes  useful  regulation  in  the 
context  of  an  uninformed  market.  In  particular,  I  agree  that  many  future 
pension  recipients  just  do  not  realize  (in  a  realistic  fashion)  what  future 
inflation  is  going  to  do  to  the  real  value  of  their  pension-income  receipts. 
Moreover,  I  agree  that  the  interests  of  the  spouses  (particularly  the 
traditional  wife  who  is,  say,  four  years  younger  than  her  husband  and 
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hence  statistically  is  facing  a  period  of  ten  or  so  years  of  widowhood  at 
the  end  of  her  life)  may  be  the  most  underrepresented  of  all  in  the  nego¬ 
tiations  concerning  pension  systems.  Here  governmental  regulation,  re¬ 
quiring  some  degree  of  indexation  for  retirement  pensions,  may  be  inter¬ 
preted  as  simply  remedying  a  market  imperfection  or  market  failure  (as  the 
future  widow  has  no  way  to  have  her  interests  effectively  taken  into 
account  in  the  relevant  negotiations)  rather  than  as  merely  an  unwarranted 
interference  in  a  market  process. 

I  notice  that  no  one  has  commented  in  detail  on  the  excellent  paper 
by  Dr.  C.K.  Marchant  in  this  volume.  This  is  unfortunate,  as  his  paper 
is  very  well  done.  His  explanation  of  this  (slightly)  new  financial  instru¬ 
ment,  the  Registered  Pension  Account  (RPA),  is  quite  informative,  and  he 
is  right  to  stress  the  uncertain  value  of  prospective  limits  to  accumulation 
of  assets  within  it.  I  agree  with  his  point  of  view  that  any  limits  to 
accumulation  in  this  instrument  should  be  in  the  form  of  limits  to  deposits, 
rather  than  of  limits  to  financial  returns  generated  by  funds  already  in  the 
account,  for  obvious  reasons  of  incentives  and  risk-taking.  Moreover,  I 
agree  with  Marchant  that  the  suggested  limitation  of  one  RPA  per  indivi¬ 
dual  seems  unnecessarily  restrictive  and  does  not  recognize  the  variety  of 
needs,  even  on  the  part  of  a  single  agent,  that  could  be  served  by 
retirement-income  instruments.  However,  I  would  comment  that  the  pro¬ 
posed  'locking-in'  provisions,  which  are  unnecessarily  restrictive  in  a 
world  of  rational,  well-informed  agents,  may  be  quite  sensible  in  a  world 
of  myopic  agents  or,  alternatively,  in  a  world  with  the  'moral  hazard' 
problem  (i.e.,  where  some  individuals  have  a  tendency  to  consume  all  their 
private  wealth  prior  to  retirement  and  then  live  off  the  public  pension 
system,  including  the  minimum  income  supplements). 

Professor  Bossons  makes  a  good  case  for  indexed  pensions.  As  the 
need  for  them  appears  so  pressing,  we  might  then  look  at  why  the  market 
has  not  already  introduced  such  instruments  on  its  own.  There  are  two 
reasons.  The  first  is  that  of  a  market  failure  to  provide  a  lucrative  means 
of  doing  so,  as  Bossons  has  discussed  at  length  in  his  paper.  Today,  the 
only  way  for  a  private  company  to  introduce  an  indexed  pension  is  to  tie  it 
to  a  portfolio  of  Treasury  bills  and  other  government  short-term  debt 
instruments.  Here,  it  must  be  admitted  that  the  real  return  on  such  a 
portfolio  is  likely  to  be  low,  probably  less  than  one  per  cent  per  year. 
The  second  reason  is  that  the  (informed)  public  is  only  gradually  becoming 
aware  of  the  need  for  indexed  pensions,  and  only  since  the  inflation  of  the 


402 


1970s.  Sun  Life  has  stood  ready  to  sell  an  excess-interest  pension  (based 
largely  on  a  portfolio  of  Treasury  bills)  for  a  couple  of  years  now,  but  it 
is  my  understanding  that  this  instrument  has  not  been  a  huge  seller,  again 
perhaps  in  part  due  to  an  implicitly  low  rate  of  real  return. 

In  this  connection,  I  wish  to  remind  people  that,  some  twenty  years 
ago,  James  Tobin  suggested  that  the  (U.S.)  federal  government  issue 
indexed  bonds.1  Professor  Tobin  made  this  suggestion  in  the  context  of 
optimizing  the  financing  of  the  public  debt  and  improving  the  instruments 
of  stabilization  policy.  However,  he  further  argued  that  such  a  proposal 
would  also  fulfill  a  need  from  the  point  of  view  of  the  public  in  general 
and  the  small  saver  in  particular.  With  such  an  instrument,  Tobin  felt 
that  insurance  companies  could  then  fill  an  important  gap  in  the  menu  of 
private  retirement-income  possibilities  and  issue  indexed  annuities. 
Tobin's  proposal  won  few  supporters  at  the  time  (in  particular,  the 
Commission  on  Money  and  Credit  did  not  endorse  it),  but  it  is  interesting 
to  note  that  on  this  matter  Bossons  is  taking  up  an  old  idea  whose  time 
may  have  come. 

Professor  Bossons  feels  that  with  indexed  government  bonds,  the  real 
rate  of  return  will  settle  at  2.5  or  even  3  per  cent  per  year,  making  in¬ 
dexed  annuities  more  attractive.  Here  I  should  like  to  inject  a  note  of 
caution.  Professor  Tobin  proposed  that  the  public  treasury  issue  indexed 
bonds  specifically  to  reduce  the  anticipated  financing  costs  of  the  public 
debt.  In  other  words,  he  suggested  that  the  federal  government  would  be 
earning  the  rewards  for  risk-taking  in  this  area.  If  the  indexed  bonds 
reduce  the  public  treasury's  financing  costs  (or  are  anticipated  to  do  so), 
this  would  mean  that  the  prospective  real  rate  of  return  would  be  less,  on 
average,  than  is  currently  the  case  with  unindexed  bonds.  Thus,  a  2  per 
cent  real  rate  of  return  might  be  more  realistic,  particularly  if  the  demand 
for  this  type  of  instrument  is  given  a  strong  impetus  by  a  regulation 
requiring  the  indexation  of  all  pension  incomes,  as  Bossons  favours. 

For  this  reason,  as  well  as  several  others,  I  do  not  agree  that  in¬ 
dexation  of  private  pension  incomes  should  be  mandatory.  My  own  pre¬ 
ference  would  be  to  require  indexation  for  at  least  50  per  cent  (initially) 
of  the  retirement-income  payment,  but  to  allow  the  individual  to  opt  for 
any  proportion  of  indexation  in  excess  of  this  figure.  This  would  be  one 
way  to  permit  some  'tilt'  in  the  prospective  stream  of  real  retirement  in¬ 
come,  both  public  and  private.  Moreover,  this  probably  would  not  be  so 
disruptive  initially  to  financial  markets.  As  market  participants  begin  to 
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'learn'  the  new  system,  they  (I  should  anticipate)  will  desire  to  have  a 
increasingly  larger  portion  of  their  private  pension  incomes  indexed. 
Financial  markets  could  then  phase  in  these  prospective  innovations  in  a 
gradual  fashion. 

As  noted  earlier,  Professor  Bossons  considers  at  some  length  the 
reasons  why  the  private  sector  has  not  already  introduced  indexed  bonds 
into  our  financial  system,  which  can  be  summarized  as  the  presence  of  a 
market  failure  in  this  particular  area.  Professor  Tobin  expressed  es¬ 
sentially  the  same  ideas  twrnnty  years  ago  in  slightly  simpler  language: 

No  private  institution  can  fill  this  gap.  No  insurance  company  or  pension 
fund  could  assume  the  risk  of  offering  purchasing  power  escalation  to  its 
creditors,  without  similarly  escalated  securities  in  which  to  invest  at 
least  part  of  their  funds.  Only  the  federal  government  is  in  a  position  to 
issue  such  securities.  Once  they  are  available,  private  financial  institu¬ 
tions  could  offer  the  corresponding  insurance  and  retirement  policies.2 

Interestingly,  Bossons  thinks  that,  once  the  federal  government  has 
entered  this  field,  the  transactions  and  innovation  costs  to  large  private 
borrowers  (e.g.,  public  utilities)  will  be  so  reduced  that  it  may  pay  them 
to  enter  the  supply  side  of  this  market  and  also  issue  indexed  bonds . 

I  shall  conclude  with  a  question:  even  if  some  form  of  indexing  of 
private  retirement  incomes  is  desirable  (at  least  to  some  degree),  why  not 
go  the  route  recommended  by  the  Canadian  Association  of  Pension  Super¬ 
visory  Authorities  (CAPSA)  and  simply  adopt  the  'excess  interest' 
approach?  At  this  time,  I  simply  wish  to  say  that  I  associate  myself  with 
the  critique  that  James  Pesando  has  made  of  this  approach  in  his  survey 
paper,  as  well  as  to  assert  that  I  have  been  persuaded  by  Professor 
Bossons  that  a  system  of  indexed  government  bonds,  permitting  the  pri¬ 
vate  insurance  industry  to  furnish  indexed  contracts  (such  as  indexed 
annuities),  is  probably  a  more  efficient  solution.  This  is  so  because  the 
'excess  interest'  approach  will  probably  entail  both  more  risk  and  a  lower 
real  rate  of  return  for  the  typical  participant  in  the  system. 


NOTES 

1  James  Tobin,  'An  essay  on  the  principles  of  debt  management'  (Research 
Study  Number  Three),  in  Commission  on  Money  and  Credit  (1963) 
Fiscal  and  Debt  Management  Policies  (Englewood  Cliffs,  New  Jersey: 
Prentice-Hall,  Inc.)  143-218,  especially  202-10  and  212-13. 

2  Tobin,  op .  cit .  ,  206.  Tobin  goes  on  to  argue  that,  after  such  an 

innovation,  conventional  contracts,  contracts  involving  equity  place- 
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merits,  and  indexed  contracts  would  co-exist  in  financial  markets, 
reflecting  the  variety  of  tastes  of  the  prospective  purchasers.  He 
also  suggests  that,  in  equilibrium,  the  indexed  annuities  would  bear  a 
lower  real  rate  of  return  than  the  other  two  instruments  as  they  would 
entail  less  risk  (for  the  purchaser). 
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Comments  by  Douglas  D.  Purvis 


While  I  agree  with  the  main  thrust  of  John  Bossons'  paper,  I  take  issue 
with  a  number  of  details  in  it.  Before  turning  to  these  details,  I  want  to 
provide  some  background  for  my  remarks  by  laying  out  in  very  basic 
terms  what  I  see  as  the  essential  issues  in  the  pension  reform  debate. 

To  start  with,  it  is  useful  to  try  and  be  precise  about  what  is  meant 
by  the  term  'pension'.  I  shall  take  pension  to  represent  a  contract 
between  two  parties  in  which  one  party,  called  the  sponsor,  undertakes  a 
commitment  to  provide  resources  at  some  future  date  or  dates  to  the 
second  party,  called  the  pensioner.  I  use  the  term  contract  advisedly,  in 
that  issues  such  as  enforceability  and  renegotiation  will  turn  out  to  be 
important. 

This  perspective  immediately  suggests  three  basic  questions  that  need 
to  be  answered:  why  do  we  have  (or  need)  pensions?  Who  actually  pays 
for  them?  What  type  of  commitment  should  the  pension  entail?  I  will  deal 
briefly  with  each  in  turn. 

Why  do  we  have  (or  need)  pensions? 

The  pensioner  has  available  a  large  number  of  capital-market  instruments 
to  transfer  resources  into  the  future.  Why,  then,  are  there  also  pen¬ 
sions?  Four  answers  usually  arise: 

1  Tax  treatment  of  savings  encourages  pensions. 

2  Efficient  labour-market  contracts  suggest  a  role  for  pensions  as  part 
of  the  overall  compensation  package. 

3  Paternalism. 

Douglas  D.  Purvis  is  a  Professor,  Department  of  Economics,  Queen's 
University,  Kingston,  Ontario 
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4  There  is  the  possibility  of  getting  a  third  party  to  bear  some  of  the 
cost  of  the  pension. 

Jim  Pesando's  paper  articulates  how  the  first  two  play  a  part  in 
private  sector  pensions,  where  the  sponsor  is  the  employer  and  the  pen¬ 
sioner  is  the  employee.  I  would  like  to  emphasize  the  second  argument, 
especially  in  light  of  some  of  the  qualifications  that  are  raised  elsewhere  in 
this  volume.  To  my  mind,  comments  that  workers  are  not  always  perfectly 
informed  or  that  labour  markets  are  not  always  perfectly  competitive  are 
beside  the  point.  The  important  insight  is  that  private  sector  pensions 
must  be  viewed  as  part  of  the  overall  compensation  package,  a  part  that 
plays  an  important  role  in  generating  a  tilt  to  the  payments  stream  that 
improves  efficiency  in  the  labour  market. 

The  third  and  fourth  arguments  have  been  featured  in  one  form  or 
another  in  a  number  of  the  papers  in  this  volume  which  relate  primarily  to 
public-sector  pension  arrangements  (as  do  the  remainder  of  my  comments 
here) . 

The  paternalism  argument,  which  need  not  be  interpreted  pejora¬ 
tively,  has  two  manifestations.  First  is  the  provision  of  a  safety-net  to 
compensate  for  unacceptable  positions  in  which  some  members  of  society 
find  themselves.  This  can  be  intragenerational ,  where  some  members  of  a 
given  generation  fall  below  some  given  standard  of  living,  or  intergener- 
ational,  where  a  whole  generation  is  demographically  unlucky.  The  intra¬ 
generational  issue  has  received  considerable  attention  in  this  volume,  and 
the  judgement  seems  to  be  that  the  present  CPP/GIS/OAS  package  serves 
at  least  adequately  on  this  score.  The  intergenerational  issue,  on  the 
other  hand,  has  received  less  attention  here.  The  second  manifestation  of 
paternalism  arises  from  the  social  judgement  that  private  sector  arrange¬ 
ments,  pension  and  otherwise,  lead  to  an  inadequate  level  of  national 
saving.  Neither  theory  nor  evidence  is  very  helpful  in  determining  how 
important  this  issue  is,  as  both  are  ambiguous  about  whether  public  pen¬ 
sions  raise  national  savings.  Questions  arise  as  to  whether  pensions  are 
perceived  as  wealth  by  pensioners,  and  whether  society  undertakes  any 
real  accumulation  of  savings  to  match  any  perceived  rise  in  wealth.  All 
this,  of  course,  is  closely  related  to  the  fourth  argument  for  the  existence 
of  pensions  -  finding  some  third  party  to  pay  for  the  pension  -  and  to  the 
issue  to  which  I  now  turn. 
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Who  pays  for  pensions? 


Who  makes  the  sacrifice  required  so  that  the  resources  can  be  provided  in 
the  future?  This  question  arises  in  several  papers,  perhaps  most  ex¬ 
plicitly  in  those  by  Charles  Beach  and  Greg  Jump.  In  a  'fully  funded' 
pension  scheme,  the  sacrifice  is  made  in  terms  of  current  consumption  (in 
favour  of  current  investment)  so  that  future  output  rises  to  meet  the 
increased  future  demands.  If  the  current  sacrifice  is  made  by  the  same 
generation  that  receives  the  pension  later,  then  the  pension  is  simply  a 
perfect  substitute  for  private  savings,  and  will  be  a  'wash';  that  is,  it  will 
have  no  real  effects.  If  some  of  the  current  sacrifice  is  made  by  members 
of  the  current  old  generation  who  will  not  receive  the  future  pension 
benefits,  then  there  is  the  potential  for  the  pension  to  create  a  net  trans¬ 
fer  to  the  pensioner  with  a  consequent  increase  in  real  aggregate  savings. 
This  could  be  at  least  partly  offset,  however,  by  changes  in  the  bequests 
left  by  the  current  old.  As  Jump  notes,  this  rise  in  savings  may  also 
occur  if  the  sacrifice  is  made  by  liquidity-constrained  individuals. 

Alternatively,  if  the  pension  is  financed  on  a  'pay-as-you-go'  basis, 
the  sacrifice  is  made  in  terms  of  the  consumption  of  the  non-pensioner 
population  of  the  future.  In  other  words,  the  contract  involves  an  implicit 
tax  on  the  future  young,  a  group  that  is  not  party  to  the  contract. 
Unless  the  current  old  have  a  strong  bequest  notice,  they  have  an  incen¬ 
tive  to  reduce  their  private  saving,  so  that  the  'pay-as-you-go'  basis  has 
a  bias  towards  reduced  aggregate  saving.  Jump  outlines  this  argument 
and  surveys  the  (inconclusive)  empirical  evidence.  As  the  Whalley- 
Hamilton  paper  points  out,  this  reduction  in  saving  is  not  necessarily  bad; 
indeed,  as  long  as  the  young  of  the  next  generation  can  pass  the  tax 
along  to  the  young  of  the  subsequent  generation  and  so  on,  in  the  chain- 
letter  fashion  of  Samuelson's  consumption-loan  model,  this  arrangement  can 
improve  efficiency.  The  reduction  in  saving  and  the  improvement  in 
efficiency  are  not  contradictory;  the  argument  is  that  there  is  available 
some  part  of  the  capital  stock  which  can  be  'eaten'  without  reducing  the 
consumption  opportunities  of  future  generations  if  they  engage  in  the 
consumption-loan  scheme.  (Of  course,  this  is  only  strictly  true  as  long  as 
the  chain  of  future  generations  is  infinitely  long.) 

More  pertinent  to  the  present  discussion  is  the  observation  that  the 
contract  may  not  be  honoured,  as  it  involves  a  commitment  by  a  group  that 
was  not  party  to  it.  This  is  what  I  understand  to  be  the  Asimakopulos- 
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Weldon  position:  the  real  value  of  the  pension  will  ultimately  be  deter¬ 
mined  by  the  amount  of  the  transfer  from  the  next  period's  young  that  is 
established  next  period  by  political,  institutional,  and  economic  forces. 

This  then  brings  us  to  the  third  basic  question,  and  the  one  that  is 
the  focus  of  Bossons'  paper. 

What  type  of  commitment  should  the  pension  entail? 

The  central  debate  here  has  traditionally  been  about  nominal  versus  real 
pensions;  that  is,  about  pensions  which  are  specified  in  terms  of  a  given 
stream  of  money  payments,  the  real  value  of  which  erodes  with  the  unpre¬ 
dictable  rate  of  inflation,  versus  pensions  with  payments  linked  to  some 
price  index,  usually  the  CPI,  whose  real  value  is  therefore  specified  in 
advance  and  not  subject  to  inflation  erosion.  Economists  have  almost 
universally  favoured  the  latter  in  the  belief  that  contracts  should  be 
specified  in  real  terms.  I  share  this  view,  but  I  also  believe  that  the 
usual  contrast  that  is  posed  between  nominal  and  indexed  pensions  is  too 
simplistic  and  gives  rise  to  naive  and  even  misleading  arguments  in  favour 
of  indexation. 

The  first  point  to  note  is  that  contracts  can  be  renegotiated,  or 
rewritten.  For  example,  just  because  a  pension  is  specified  in  nominal 
terms  does  not  mean  that  the  nominal  payments  cannot  be  adjusted  ex  post 
in  the  face  of  substantial  inflation.  Similarly,  indexed  pensions  may  spe¬ 
cify  a  given  real-income  stream,  but  they  cannot  guarantee  it.  Adverse 
economic  developments  such  as  a  deterioration  in  the  terms-of-trade  may 
well  cause  society  to  renege  on  its  commitment  and  rewrite  public  pensions 
to  call  for  a  lower  real-income  stream. 

From  the  pensioner's  viewpoint,  the  key  point  is  that  a  pension, 
however  written,  cannot  be  treated  as  a  certain  real-income  stream.  The 
uncertainty  associated  with  that  stream  is  important  for  the  pensioner's 
consumption-saving  decisions,  just  as  the  mean  value  of  the  income  stream 
is.  It  is  not  a  priori  obvious  that  an  indexed  pension  is  less  risky  than  a 
nominal  pension  once  the  possibility  of  renegotiation  is  considered,  and  it 
is  certainly  an  open  question  as  to  which  would  provide  a  preferred  risk- 
return  trade-off  -  the  mean  real  value  of  the  two  would  not  necessarily  be 
equal.  Although  I  retain  the  economists'  bias  towards  writing  contracts  in 
real  terms,  I  nevertheless  feel  that  there  may  be  other  alternatives  besides 
indexing  to  the  CPI  that  should  be  explored. 
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Consider,  for  example,  the  aggregate  risk  that  must  be  borne  by  the 
economy.  Future  real  national  income  is  uncertain,  and  the  alternative 
pension  schemes  may  well  influence  how  that  risk  is  shared.  In  the  ab¬ 
sence  of  renegotiation,  an  economy  that  commits  itself  to  an  indexed  pen¬ 
sion  insulates  its  pensioners  from  that  aggregate  risk;  hence,  the  non¬ 
pension  population  bears  a  disproportionate  share  of  it.  This  does  not 
seem  especially  desirable,  and  it  likely  increases  the  chance  that  the 
pension  will  be  rewritten. 

An  alternative  is  a  'share-cropping'  scheme,  whereby  the  pension  is 
written  in  real  terms  in  such  a  way  as  to  relate  it  to  the  level  of  per 
capita  GNP  (or  consumption)  in  the  economy.  It  need  not  be  a  fixed  share 
of  per  capita  GNP  -  indeed,  the  share-cropping  literature  suggests  that 
this  would  involve  some  inefficiencies  -  but  it  would  have  the  real  income 
of  the  pensioners  varying  positively  with  real  per  capita  GNP.  This  would 
spread  the  aggregate  risk  across  pensioner  and  non-pensioner  alike,  and 
hence  likely  reduce  the  chance  that  the  pension  contract  will  be  rewritten. 

There  is  an  important  additional  consideration  which,  to  my  mind, 
weighs  in  favour  of  a  scheme  that  would  index  pensions  to  some  economy¬ 
wide,  real  living  standard  such  as  per  capita  GNP.  Current  public  pen¬ 
sions  are  extremely  unrealistic  in  the  levels  of  incomes  they  project  for 
pensioners.  It  is  my  firm  belief  that  actual,  real  pension  benefits  will  be 
much  lower  than  currently  promised.  The  Green  Paper  reforms  do  not 
recognize  this,  and  to  my  mind  are  irresponsible  in  recommending  increases 
in  the  pension  benefits  promised  without  facing  up  to  the  ability-to-deliver 
issue.  Linking  pensions  to  the  CPI  and  thus  giving  the  appearance  of 
fixing  the  stream  of  real  pension  benefits  makes  the  potential  for  distor¬ 
tions  in  perceived  pension  benefits  all  the  more  severe.  A  pension  scheme 
in  which  the  contract  is  stated  in  terms  of  a  share  of  national  GNP  has  the 
advantage  of  putting  up  front  the  real  issue  that  is  being  negotiated  -  the 
real  income  share  to  be  received  by  pensioners.  I  would  like  to  see  the 
properties  of  this  or  related  schemes  explored  to  see  whether  they  offer  an 
alternative  to  the  usual  choice  between  fixed-nominal  and  fixed-real  pen¬ 
sion  contracts. 

Concluding  comments 

I  would  now  like  to  specifically  address  some  arguments  raised  in  John 
Bossons'  paper.  I  believe  he  overstates  both  the  feasibility,  given  that 
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contracts  can  be  broken,  and  the  desirability,  in  terms  of  risk  sharing,  of 
pension  contracts  linked  to  prices.  I  am  in  agreement  with  his  assessment 
of  the  need  for  a  market  in  indexed  bonds  in  the  face  of  incentives  or 
requirements  for  indexed  pensions,  and  I  do  not  think  any  of  the  qualifi¬ 
cations  I  have  raised  above  alter  this  role  for  indexed  bonds.  In  fact,  he 
omits  what  I  consider  to  be  one  of  the  major  benefits  of  having  a  market 
for  indexed  debt:  to  a  first  approximation,  it  makes  it  possible  to  observe 
separately  the  real  and  inflation-premium  components  of  market  interest 
rates.  But  I  also  think  he  overstates  the  social  value  of  making  a  market 
for  indexed  debt.  I  would,  however,  support  the  modest  initial  venture  of 
simply  having  the  government  issue  indexed  debt  combined  with  much- 
needed  tax  reform  of  the  treatment  of  nominal  interest. 
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Pension  Reform  for  Women 

Monica  Townson 


It  has  been  my  experience  that  many  people  involved  in  the  pensions 
debate  have  a  rather  limited  view  of  pension  reform  for  women.  They 
seem  to  regard  it  as  a  question  of  doing  something  for  homemakers  and 
something,  perhaps,  for  surviving  spouses;  and  that,  they  believe,  will 
solve  the  problem.  This  seems  to  be  part  of  the  general  mythology  that 
has  grown  up  around  this  issue,  and  indeed  is  part  of  almost  any  policy 
debate  related  to  the  economic  situation  of  women.  Surprising  as  it  may 

seem,  the  traditional  family,  as  referred  to  by  Ron  Bodkin  and  implied  by 

every  other  author  in  this  volume  who  has  mentioned  surviving  spouses, 
where  the  man  is  the  breadwinner  and  the  wife  stays  home,  has  already 
passed  into  history.  John  Whalley,  I  believe,  mentioned  in  passing  at  the 
Ontario  Economic  Council's  conference  on  pension  reform  that  this  paper 
was  to  be  about  homemaker  pensions.  That  is  not  what  I  am  about  to 
discuss,  although  this  issue  has  now  become  the  most  controversial  part  of 
the  debate  on  pension  reform  for  women.  I  could  devote  the  entire  paper 
to  it,  but  I  would  still  not  have  addressed  the  needs  of  the  majority  of 
women,  because  the  majority  of  Canadian  women  are  not  homemakers.  And 

elementary  as  that  fact  is,  it  is  one  that  often  gets  overlooked  in  the 

pension  debate. 

So  I  think  it  is  worth  making  the  point  here  that  the  majority  of 
Canadian  women  now  participate  in  the  work  force;  that  participation  rates 
for  women  in  the  prime  childbearing  years,  that  is,  between  ages  25  and 
34,  have  now  reached  72  per  cent  in  Ontario;  and  for  Canada  as  a  whole, 
45  per  cent  of  mothers  with  children  under  the  age  of  three  now  partici¬ 
pate  in  the  work  force  (that,  incidentally,  represents  about  a  40  per  cent 
increase  in  the  participation  rate  of  that  group  in  the  six-year  period  from 
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1976  to  1981).  And  finally,  I  must  emphasize  that,  contrary  to  public 
perception  or  misperception,  the  lowest  percentage  of  part-time  employment 
among  women  is  in  the  group  aged  25  to  44  -  again,  the  main  childbearing 
years.  More  than  79  per  cent  of  employed  women  in  that  age  group  had 
full-time  jobs  (in  1981). 

I  think  it  is  important  to  keep  these  facts  in  mind  when  we  are  dis¬ 
cussing  pension  reform  for  women.  They  highlight  the  dangers  of  basing 
pension  reform  for  women  on  outdated  roles  and  stereotypes. 

The  most  important  pension  reform  for  women  would  be  a  measure  that 
will  help  the  current  elderly,  and  especially  elderly  women  who  are  on 
their  own  -  as  the  majority  are.  The  latest  income  data,  which  are  for 
1981,  indicate  that  64  per  cent  of  female  elderly  who  were  single,  divorced, 
or  widowed  had  incomes  below  $7,000.  Homemaker  pensions  and  changes  in 
CPP  benefits  will  not  help  these  women.  They  need  an  increase  in  the 
basic  guaranteed  minimum  income  provided  through  OAS  and  GIS. 

For  women  who  have  not  yet  reached  retirement  age,  the  most  impor¬ 
tant  issue  in  pension  reform  is  coverage.  Less  than  48  per  cent  of  women 
who  are  full-time,  employed  workers  are  covered  by  employer-sponsored 
pension  plans.  (The  comparable  figure  for  men  is  57  per  cent.)  If  all 
employed,  paid  workers  are  included,  part-time  as  well  as  full-time,  then 
just  under  38  per  cent  of  women  have  private  pension  coverage. 

Whatever  reforms  are  made  to  the  private  pension  system,  unless 
coverage  can  be  improved,  the  majority  of  women  will  have  to  rely  on  the 
public  pension  system  to  meet  their  retirement  income  needs.  Most 
women's  groups  believe  it  is  unlikely  that  coverage  of  the  private  system 
will  be  expanded,  and  that  is  one  reason  why  they  favour  expansion  of  the 
public  system  -  specifically,  expansion  of  the  C/QPP  to  provide  a  pension 
equivalent  to  about  50  per  cent  of  covered  earnings  instead  of  the  existing 
25  per  cent.  They  also  believe  that  expansion  is  necessary  because, 
contrary  to  what  you  may  have  read  in  the  preceding  papers,  the  public 
system  does  not  provide  adequate  replacement  ratios  for  those  who  must 
rely  on  it  as  their  only  source  of  retirement  income. 

In  an  earlier  version  of  their  paper  for  this  volume,  John  Whalley  and 
Colleen  Hamilton  argued  that  the  public  system  already  provides  a  very 
high  replacement  rate.  Their  conclusions,  like  those  of  the  insurance 
industry  and  others  involved  in  this  debate,  were  based  on  replacement 
rates  for  a  one-earner  couple.  And,  of  course,  the  reason  they  come  out 
so  high  is  that  both  members  of  a  one-earner  couple  get  OAS  and  may  get 
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GIS  too,  even  though  only  one  spouse  had  pre-retirement  earnings. 

Since  the  one-earner  couple  is  no  longer  the  norm  in  Canada,  I  would 
guestion  the  appropriateness  of  basing  conclusions  about  replacement  rates 
on  this  particular  type  of  family.  Most  women  in  the  work  force  are  likely 
to  be  either  members  of  two-earner  couples  or  single  individuals.  And  if 
we  want  to  ensure  that  the  income  needs  of  women  are  met  as  they  move 
from  work  to  retirement,  we  have  to  look  at  these  situations.  If  we 
assume  that  CPP  benefits  are  25  per  cent  of  earnings  up  to  the  average 
industrial  wage  (AIW),  we  find  that,  based  on  1981  data,  a  two-earner 
couple,  where  one  spouse  is  earning  the  AIW  and  one  is  earning  one-half 
the  AIW,  would  receive  about  46  per  cent  of  their  pre-retirement  earnings 
through  OAS,  CPP,  and  GIS.  That  doesn't  seem  like  a  'very  high  replace¬ 
ment  level'  to  me. 

I  would  like  to  stress  one  point  here  about  the  relationship  of  OAS  to 
wages.  Almost  all  the  discussion  of  replacement  ratios  from  the  public 
pension  system  has  assumed  OAS  to  be  equivalent  to  14  per  cent  of  the 
AIW,  which  is  what  it  is  right  now.  However,  since  OAS  is  linked  to 
prices,  there  is  no  guarantee  that  its  relationship  to  wages  will  be  main¬ 
tained. 

Another  key  issue  in  pension  reform  for  women  is  the  recognition  that 
both  spouses  contribute  to  a  marriage,  regardless  of  labour-force  attach¬ 
ment.  If  marriage  is  to  be  a  partnership  of  equals,  then  both  should 
share  in  the  pension  benefits  generated.  This  basic  philosophy  is  already 
recognized  in  provincial  matrimonial  property  laws,  and  is  available  for 
CPP  benefits  if  a  couple  divorces.  The  Green  Paper  proposes  to  extend  it 
to  ongoing  marriages,  through  division  of  CPP  credits  when  the  younger 
spouse  reaches  65.  The  credit-splitting  is  thus  a  recognition  of  the  full¬ 
time  homemaker's  contribution  to  the  marriage,  as  well  as  a  provision  for  a 
kind  of  income  redistribution  within  the  marriage  where  both  spouses  are 
income  earners. 

It  is  important  to  point  out  that  those  groups  who  have  recommended 
special  CPP  contributions  for  homemakers  also  favour  expansion  of  the  CPP 
to  50  per  cent  and  credit-splitting  -  a  fact  that  the  Whalley-Hamilton  paper 
seems  to  overlook.  These  groups  have  made  the  argument  that  housework 
has  an  economic  value  that  must  be  recognized  in  the  pension  system.  In 
other  words,  the  objective  now  is  not  just  to  provide  adequate  retirement 
income  for  all  women  regardless  of  their  lifetime  work  pattern,  but  also  to 
reward  those  women  who  do  housework  -  although  only  those  who  do  it  on 
a  full-time  basis. 
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There  are  a  number  of  serious  problems  with  the  proposals: 


If  housework  has  an  economic  value  that  must  be  pensionable,  then 
what  about  the  housework  done  by  women  in  the  work  force,  or  by  men  or 
teenage  children?  The  homemaker-pension  proposals  in  fact  are  aimed  at 
rewarding  those  women  who  remain  outside  the  paid  labour  force; 

Since  the  proposal  is  combined  with  credit-splitting,  it  does  not 
deliver  a  personal  pension  to  the  full-time  homemaker.  It  merely  gives 
another  bonus  to  the  one-earner  couple,  and  they  already  get  a  bonus 
through  OAS; 

Since  the  proposal  is  combined  with  a  50  per  cent  CPP  and  envisages 
mandatory  contributions,  one-earner  couples  earning  the  AIW  or  less  would 
be  obliged  to  set  aside  a  very  high  percentage  of  their  pre-retirement 
earnings  to  provide  themselves  with  pensions  that,  together  with  OAS, 
would  give  replacement  rates  of  well  over  100  per  cent;  and 

Since  the  proposal  also  is  tied  to  the  abolition  of  survivor  benefits, 
the  surviving  spouse  of  a  couple  would  be  left  with  only  50  per  cent  of 
the  retirement  income  going  to  the  couple  before  first  death. 

There  are  other  serious  inconsistencies  in  the  proposals,  and  the  inequities 
they  create  have  led  many  people,  myself  included,  to  reject  them  as 
unacceptable. 

I  also  want  to  say  a  quick  word  about  survivor  benefits.  This  is  one 
issue  that  I  feel  has  not  been  given  adequate  consideration  in  the  pension 
debate.  At  the  OEC  conference  on  pension  reform,  there  was  an  implicit 
assumption  that  there  should  be  survivor  benefits.  One  speaker  suggested 
they  should  be  mandatory  and  100  per  cent.  The  philosophy  behind 
survivor  benefits,  I  guess,  is  that  someone  who  has  been  married  is  en¬ 
titled  to  a  standard  of  living  on  the  death  of  the  spouse  that  relates  to 
that  of  the  couple  when  both  were  living.  In  effect,  a  second  replacement 
ratio  comes  into  play.  At  retirement,  the  income  of  the  couple  should  bear 
a  particular  relationship  to  their  pre-retirement  income,  and  at  first  death, 
the  income  of  the  surviving  spouse  should  bear  a  particular  relationship  to 
the  post-retirement  income  of  the  couple.  I  have  to  confess  that  I  am  not 
entirely  comfortable  with  that  philosophy. 

Survivor  benefits,  of  course,  were  also  developed  when  the  one- 
earner  couple  was  the  norm.  Now  that  most  couples  are  two-earner, 
perhaps  we  should  re-examine  our  basic  philosophy  here.  The  Green 
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Paper  proposals  suggest  a  60  per  cent  survivor  benefit,  after  credit-split- 
ting,  with  the  surviving  spouse  getting  50  per  cent  of  the  joint  credits, 
plus  60  per  cent  of  the  deceased  spouse's  share  -  in  other  words,  80  per 

cent  of  the  CPP  benefits  that  were  coming  into  the  household  before  the 

death  of  the  spouse.  Since  the  Green  Paper  also  proposes  to  remove  the 
current  ceiling  on  combined  retirement  and  survivor  pensions,  the  sur¬ 
viving  spouse  of  a  two-earner  couple,  where  both  were  earning  the  AIW, 
could  end  up  with  CPP  benefits  equivalent  to  160  per  cent  of  the  maximum 
retirement  benefit.  This  clearly  would  create  inequities  between  single 
individuals  who  had  never  had  a  spouse  and  those  whose  spouse  had  died. 

There  is  also  a  special  bridging  benefit  proposed  for  surviving 
spouses  who  have  not  yet  reached  age  65. 

Let  me  just  end  by  pointing  out  that  the  focus  on  survivor  benefits 

overlooks  the  fact  that  in  the  future  a  large  number  of  women  are  unlikely 
to  be  'surviving  spouses'  because  they  will  be  divorced.  About  40  per 
cent  of  marriages  now  end  in  divorce  and  that  percentage  is  increasing. 
(I  do  not  have  any  information  on  what  the  remarriage  rate  is.) 

Many  of  the  proposals  on  pension  reform  for  women,  including  those 
on  homemaker  pensions,  have  not  really  addressed  this  issue.  This  leads 
me  to  the  general  conclusion  that  if  we  don't  want  the  majority  of  Canadian 
women  to  end  up  poor,  as  they  do  now,  then  pension  reform  cannot  be 
based  on  the  old  myths  and  stereotypes.  It  must  address  the  new  reality 
of  women's  lives. 
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The  Impact  of  Pension  Reforms 
on  Women:  Employment  Pension  Plans 

Marie  Corbett 


FAILURE  OF  EMPLOYMENT  PENSION  PLANS 

Earnings-related  pensions  provide  little  retirement  income  to  today's 
elderly:  the  Canada/Quebec  Pension  Plan  (C/QPP)  accounts  for  10  per 

cent  of  all  income  for  men  and  5  per  cent  for  women.  Pension  and  annuity 
income  provides  another  15  per  cent  of  all  income  for  men  and  8  per  cent 
for  women.  Today's  senior  citizens  thus  rely  heavily  on  government 
retirement-income  arrangements.  Individuals  rely  on  OAS/GIS/CPP  to  a 
greater  extent  than  couples,  and  female  individuals  to  a  greater  extent 
than  male  individuals.1 

Women  outnumber  men  in  every  age  group  over  65  and  the  proportion 
increases  steadily  with  age  (Ontario  1980,  1:70).  Women  constitute  almost 
60  per  cent  of  the  elderly  population.  While  the  majority  of  men  aged  65 
and  over  are  married,  the  majority  of  women  are  widowed:  More  than  half 
of  elderly  women  are  widowed  compared  to  16  per  cent  of  elderly  men.  In 
addition  to  the  greater  number  of  women  in  absolute  terms,  life  expectancy 
for  women  is  on  the  increase.  At  age  65,  on  average,  life  expectancy  is 
18  years  for  women  and  14  years  for  men,  and  the  gap  continues  to  widen. 

As  the  Ontario  Royal  Commission  on  the  Status  of  Pensions  observed: 

If  present  structures  remain  unaltered  and  continue  to  launch  women  into 
the  retirement  years  in  a  poor  financial  state,  we  should  prepare  for  mas¬ 
sive  fiscal  transfers  in  the  future  to  ensure  them  a  decent  income  in  their 
increasingly  long  lives.  The  alternative  is  to  mould  the  system  now  to  fit 
the  emerging  reality  and  to  open  as  many  avenues  as  possible  for  women  to 
contribute  to  their  own  future  security.  (Ontario  1980,  3:130) 

While  not  discriminatory  in  themselves ,  employment  pension  plans 

Marie  Corbett  is  a  solicitor  in  Toronto  and  was  appointed  Queen's  Councel 
in  1983. 
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(RPPs)  are  not  an  effective  source  of  retirement  income  for  women  and  will 
continue  to  be  ineffective  unless  changed.  A  number  of  factors  now  com¬ 
bine  to  ensure  that  women  receive  little  or  no  pension  income  from  em¬ 
ployment. 

First,  many  employers  do  not  provide  a  pension  plan.  In  addition, 
women  work  predominantly  in  areas  of  low  coverage,  such  as  retail  trade. 
A  mere  22  per  cent  of  women  in  the  private  sector  are  members  of  a  pen¬ 
sion  plan  at  any  point  in  time  (Weitz  1980,  107).  Even  in  later  years 
(between  ages  55  and  64)  when  coverage  for  men  is  over  80  per  cent, 
coverage  for  women  is  only  44  per  cent  (ibid.,  109). 

Second,  since  the  amount  of  employment-pension  income  is  directly 
related  to  earnings,  the  lower  earnings  of  women  result  in  lower  pension 
income.2  Sectors  employing  large  numbers  of  women,  such  as  sales  and 
service,  are  among  the  lowest-paying  sectors  in  the  economy.  Even  within 
these  sectors,  women  earn  less  than  men. 

Third,  in  order  to  obtain  any  pension  income,  an  employee  must  have 
been  a  member  of  a  pension  plan  for  a  sufficiently  long  and  continuous 
period  of  time,  usually  10  years.  Aside  from  determining  entitlement  to 
any  pension,  length  of  continuous  service  directly  affects  the  amount  of 
pension  payable.  As  presently  designed,  an  employee  must  remain  with 
one  employer  who  provides  a  plan  over  a  worklife  of  35  years  to  obtain  the 
full  pension  credits  of  about  70  per  cent  of  pre-retirement  earnings. 

If  termination  occurs  after  the  vesting  rule  is  satisfied,  the  employee 
will  receive  a  deferred  life  annuity  at  age  65  which  is  not  indexed  in 
private  sector  plans  and  for  which  the  members'  own  contributions  may 
have  paid  (see  Appendix  to  this  paper).  If  termination  occurs  before  the 
vesting  rule  is  satisfied,  the  employee  receives  a  return  of  any  contribu¬ 
tions,  usually  at  a  low  rate  of  interest;  and  more  significantly,  those  years 
of  pensionable  service  will  not  count  for  the  purposes  of  any  eventual 
retirement  pension.  It  is  possible,  then,  to  be  a  member  of  a  pension  plan 
throughout  an  entire  worklife  and  receive  no  pension  at  all. 

The  requirement  for  long  and  continuous  service  in  order  to  obtain  a 
pension  has  a  devastating  effect  on  women  because  of  the  nature  of  their 
work  patterns.  The  Ontario  Royal  Commission  points  out  the  following 
clear  differences  between  male  and  female  job-mobility  histories: 

women  tend  to  keep  their  jobs  for  shorter  periods  than  men; 

women  spend  three  times  longer  than  men  between  jobs; 
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women  are  far  more  likely  to  leave  the  labour  force  after  their  first 
job;  and 

of  those  women  leaving  after  one  job,  61  per  cent  later  re-enter  the 
labour  force.  In  most  cases,  they  have  left  work  to  undertake  home¬ 
making  and  child-care  activities.  (Ontario  1980,  2:25) 

These  patterns  persist  throughout  the  entire  work  history.  This  is 
reflected  in  pension-coverage  data  which  shows  that  male  coverage  in¬ 
creases  steadily  between  ages  18  and  64,  while  female  coverage  falls  off 
between  ages  35  and  44  (ibid.,  2:5).  Female  coverage  is  highest  between 
ages  25  and  34. 

The  fourth  factor  ensuring  that  women  receive  little  or  no  pension 
income  is  that,  aside  from  uncontinuous  service,  part-time  employment  has 
been  a  predominant  work  pattern  for  women.  Pension  plans  do  not 
generally  cover  part-time  employees.  Yet  nearly  10  per  cent  of  employed 
workers  are  part-time  employees.  Of  these,  most  are  women:  one  in  five 
women  in  paid  employment  has  a  part-time  job. 

Fifth,  most  contributors  to  pension  plans  (over  90  per  cent)  are  in 
plans  of  the  defined-benefit  design.  This  design  has  several  detrimental 
effects  for  women.  In  career-average  and  final-pay  plans,  deterioration  of 
benefits  through  inflation  is  rapid  compared  to  defined-contribution  or 
money-purchase  plans.3  Also,  final-pay  plans  have  increased  costs  and  a 
high  restrictive  effect  on  mobility  at  older  ages. 

Low  earnings  of  women  and  the  concentration  of  women  in  low-level 
employment  are  problems  which  will  not  be  solved  by  pension  reforms. 
However,  there  is  ample  room  to  redesign  employment  pensions  to  accom¬ 
modate  women  in  their  different  work  patterns. 

PROPOSALS  FOR  REFORM 

The  Green  Paper  has  proposed  the  following  reforms  to  employment  pension 
plans: 

automatic  inflation  protection  for  employer-sponsored  pension  plans; 

a  requirement  to  vest  benefits  after  2  years'  service; 

the  right  for  employees  to  transfer  the  entire  value  of  a  pension  to 
his  or  her  Registered  Pension  Account  (RPA); 

provisions  for  pensions  to  be  split  on  marriage  breakdown,  and  also 
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for  survivor  benefits ;  and 

a  requirement  for  greater  disclosure. 

The  Green  Paper  has  also  proposed  that  regular  part-time  employees 
be  required  to  join  plans;  that  equal  benefits  for  money-purchase  annuities 
be  required;  and  that  more  flexibility  be  allowed  for  accumulations  in 
various  tax-sheltered  retirement- savings  vehicles. 

Rights  on  termination  of  employment 

In  terms  of  accommodations  of  women's  work  patterns,  improved  rights  on 
termination  of  employment  and  coverage  of  part-time  workers  are  the  most 
important. 

The  Green  Paper  suggests  requiring  vesting  after  two  years  of  ser¬ 
vice.  The  legislative  norm  is  to  vest  at  age  45  and  after  10  years'  ser¬ 
vice,  except  in  Saskatchewan,  where  vesting  occurs  when  age  and  length 
of  service  together  total  45  years.  The  actual  norm  is  10  years'  service. 
However,  this  is  only  marginally  different  in  effect  from  the  rule  of  45  and 
10  (Balcer  and  Sahin  1980,  151). 

In  fact,  the  Royal  Commission's  vesting  studies  found  that  there 
would  be  very  little  difference  in  impact  between  immediate  vesting  (after 
one  year  of  service)  and  vesting  at  a  rule  of  45  or  even  a  rule  of  50. 
However,  a  sum  rule  of  45  or  50  greatly  increases  the  cost  of  hiring  an 
older  worker  for  an  employer  with  a  defined-benefit  plan.  If  a  single 
statutory  minimum  were  adopted,  a  service  5  rule  was  considered  to  be  the 
most  appropriate  by  the  Royal  Commission's  consultants. 

A  two-year  vesting  rule  requires  a  concurrent  eligibility  rule,  since  a 
two-year  service  requirement  means  greater  administrative  burdens  for 
high-turnover  employees,  especially  those  at  younger  ages.  The  Green 
Paper  suggests  a  compulsory  membership  at  age  25  with  one  year  of  ser¬ 
vice  (the  Royal  Commission  suggests  age  35).  Such  age  requirements  may 
offend  the  non-discrimination  provision  of  the  Charter  of  Rights  and 
Freedoms  with  respect  to  age. 

Furthermore,  the  Green  Paper  is  silent  on  the  locking-in  feature 
traditionally  concurrent  with  vesting.  Earlier  vesting  would  likely  mean 
earlier  locking-in,  which  is  extremely  unpopular  with  younger  employees  - 
and  for  good  reason,  under  existing  plan  design. 

In  any  event,  whether  a  two-  or  five-year  vesting  rule  is  selected, 
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such  a  rule  is  of  little  value  in  the  absence  of  portability  rights  or,  in  the 
alternative,  protection  of  the  deferred  benefit  from  inflation.  From  a 
woman's  point  of  view,  the  right  to  transfer  all  or  at  least  half  of  the 
accrued  benefit  at  termination  of  employment  is  greatly  preferred.  Such 
funds  would  then  be  transferred  to  an  RPA,  and  since  RPAs  are  money- 
purchase  or  money-accumulation  plans,  the  monies  are  protected  from 
inflation.  Such  transferred  funds  would  be  discounted  to  account  for  the 
funded  ratio  of  the  plan.  Such  a  method  would  provide  the  greatest 
flexibility  for  women. 

Part-time  employment 

In  addition  to  such  transfer  rights,  regular  part-time  workers  must  be 
given  greater  rights  of  participation  in  plans  where  such  are  provided. 
Many  problems  have  been  raised  in  this  regard,  including: 

the  definition  of  'regular  part-time'; 

the  calculation  of  service  for  eligibility  and  vesting; 

the  calculation  of  service  to  determine  the  amount  of  benefits; 

integration  with  existing  plans.  If  plans  are  not  mandatory  for 
full-time  workers,  how  can  plans  be  mandatory  for  part-time  workers?  If 
plans  are  optional  for  part-time  workers  (whether  or  not  they  are  manda¬ 
tory  for  full-time  workers)  then  there  are  still  problems  with  respect  to 
which  type  of  plan  the  employee  would  join  (i.e.,  contributory  or  non¬ 
contributory). 

which  plan  is  appropriate  for  part-time  employees  if  an  employer  has 
more  than  one  (e.g.,  a  plan  for  salaried  employees,  for  hourly  employees, 
perhaps  union-negotiated). 

The  least  disruptive  way  to  integrate  part-time  employees  is  to  adapt 
the  integration  reguirements  to  the  existing  conditions  of  employment.  If 
pension  plans  are  compulsory  for  full-time  employees,  they  should  be 
compulsory  for  part-time  employees.  If  pension  plans  are  voluntary,  they 
could  be  voluntary  for  part-time  employees  provided  they  have  the  option 
to  join.  If  there  are  several  plans  for  different  types  of  employees,  the 
part-time  employee  should  be  assigned  to  the  plan  which  most  closely 
approximates  the  work  of  the  part-time  employee. 

With  respect  to  a  definition  of  'regular  part-time',  a  yearly  hourly 
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maximum  could  be  used  -  say,  600  or  700  hours.  Such  hours  could  be 
worked  two  days  a  week  or  full-time  over  a  particular  season. 

The  benefits  would,  of  course,  be  pro-rated  to  the  actual  length  of 
service.  However,  service  used  to  calculate  eligibility  for  benefits  should 
be  based  on  calendar  years.  For  example,  if  vesting  occurred  after  five 
years  of  service,  part-time  workers  should  be  vested  after  five  years  of 
regular  part-time  service,  but  with  the  benefit  confined  to  the  total  period 
of  actual  service. 

Inflation  protection 


While  the  government  of  Canada  merely  suggests  the  above  two  reforms,  it 
clearly  favours  mandatory  inflation  protection  as  the  major  change.  Yet 
any  diminution  of  rights  on  termination  of  employment  or  in  coverage  of 
part-time  employees  in  favour  of  increased  inflation  protection  will  be 
prejudicial  to  women. 

The  priority  in  terms  of  reform  for  women  employees  must  be  to 
deliver  more  pension  benefits  in  the  first  instance.  Certainly,  inflation 
protection  is  important  because  of  women's  greater  longevity,  but  if  in¬ 
flation  protection  is  mandated,  greater  benefits  are  given  to  those  who 
already  have  or  will  have  the  opportunity  to  accumulate  retirement  pens¬ 
ions.  Providing  inflation  protection  as  a  priority,  then,  should  be  criti¬ 
cally  examined,  particularly  after  a  period  of  record-high  inflation,  and 
should  not  take  precedence  over  providing  more  pension  income  generally 
(through  expansion  of  government  arrangements)  or  improvement  of  em¬ 
ployment  pension  plans  by  increased  portability  and  coverage. 

Furthermore,  any  priority  with  respect  to  inflation  protection  should 
be  given  to  vested,  terminated  annuitants  in  defined-benefit  plans  rather 
than  to  retirees. 

Other  proposals 


With  respect  to  the  other  proposals,  I  view  the  removal  of  sex  discrimina¬ 
tion  in  pension  benefits  as  inevitable.  This  will  be  due  to  several  factors: 

the  equality  provisions  of  the  Charter  will  be  in  effect  by  April  17, 

1985; 

the  now-conservative  U.S.  Supreme  Court  has  held  (5  to  4)  that  the 
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Civil  Rights  Act  prohibits  employers  from  offering  pension  plans  that 
provide  men  and  women  with  unequal  benefits; 

as  a  matter  of  social  policy,  equality  of  benefits  has  been  recom¬ 
mended  by  the  Ontario  Royal  Commission  and  is  now  in  effect  in  Manitoba. 

Sex-differentiated  benefits  should  also  be  removed  from  all  annuities, 
particularly  those  purchased  as  a  result  of  tax-sheltered  vehicles  such  as 
RRSPs.  The  use  of  RPAs  which  will  permit  a  range  of  annuity  options  will 
make  the  removal  of  sex-differentiated  benefits  an  increasingly  important 
reform. 

Proposals  for  reform  to  provide  greater  equity  between  various  tax- 
sheltered  vehicles,  and  particularly,  to  provide  greater  flexibility,  will  be 
beneficial  for  women.  For  example,  on  account  of  years  when  women  were 
at  home  raising  children,  the  ability  to  contribute  to  RRSPs  in  later  years 
is  a  measure  in  keeping  with  the  thrust  of  this  paper  -  to  allow  maximum 
flexibility  by  recognizing  the  interrupted  work  patterns  of  women.  The 
same  flexibility  could  be  afforded  RPA  holders. 

Reforms  relating  to  survivor  benefits  and  sharing  on  marriage  break¬ 
down  are  beyond  the  scope  of  these  remarks  but  will  play  a  significant 
role  in  recognizing  the  contribution  of  women  for  periods  out  of  the  paid 
labour  force. 

CONCLUSION 

The  most  important  reforms  of  employer-sponsored  pension  plans  will  take 
into  account  the  inability  of  women  to  work  for  long  periods  of  continuous 
service  as  a  result  of  the  child-rearing  and  homemaking  duties  performed 
by  them.  Early  vesting  together  with  the  right  to  transfer  the  value  of 
accrued  pension  benefits  to  an  RPA  or  other  locked-in  vehicles,  and  the 
opportunity  for  part-time  employees  to  obtain  pension  coverage  are  the  two 
most  significant  reforms  for  women  in  paid  employment.  These  reforms, 
which  accommodate  the  particular  work  patterns  of  women,  must  be  given  a 
priority  over  measures  to  provide  inflation  protection  in  employment- 
pension  plans. 
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APPENDIX 


Employee  contributions  and  benefits:  ratios  in  defined-benefit  plans 


(from  Ontario  1980,  2:73-4) 


'Any  discussion  of  vesting  and  locking-in  accordingly  must  take  into  ac¬ 
count  the  relationship  at  various  ages  between  the  value  of  employee 
contributions  and  the  value  of  the  vested  (defined)  benefit.  While  this 
problem  does  not  arise  in  non-contributory  plans,  it  is  common  to  most 
contributory  types.  Its  implications  may  be  seen  in  the  following  extract 
from  a  working  paper  prepared  by  the  federal  Department  of  Insurance: 


a)  The  table  below  indicates  the  situation  in  typical  'career  average’ 
pension  plans  under  current  economic  conditions  but  where  no  updating  of 
benefits  has  taken  place.  The  interest  rate  assumed  in  the  calculations  is 
per  cent  per  annum  and  salary  progression  is  5\  per  cent  per  annum. 


Entry  age 
of  plan 
member 

Employee 

contribution 

rate  as  a 
per  cent 
of  salary 

Benefit 
level  as 
a  per  cent 
of  salary 

Age  at  which  the  value 
of  accrued  benefits  is 
greater  than  the  value 
of  employee  contributions 
accumulated  at  6%  per  cent 

25 

5.0 

2.0 

62 

35 

5.0 

2.0 

55 

45 

5.0 

2.0 

47 

25 

5.0 

1.5 

after  age  65 

35 

5.0 

1.5 

62 

45 

5.0 

1.5 

55 

b)  A  similar  situation  exists  under  'final  average'  pension  plans  but  the 
age  at  which  the  value  of  the  accrued  benefits  is  greater  than  the  value  of 
employee  accumulated  contributions  will  be  somewhat  lower  than  in  the  case 
of  'career  average'  plans.  The  table  below  indicates  the  situation  in  a 
'final  5-year  average'  pension  plan  where  the  interest  rate  used  in  the 
valuation  is  per  cent  per  annum  and  the  salary  scale  is  per  cent  per 
annum . 
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Entry  age 
of  plan 
member 

Employee 

contribution 

rate  as  a 
per  cent 
of  salary 

Benefit 
level  as 
a  per  cent 
of  salary 

Age  at  which  the  value 
of  accrued  benefits  is 
greater  than  the  value 
of  employee  contributions 
accumulated  at  per  cent 

25 

5.0 

2.0 

50 

35 

5.0 

2.0 

49 

45 

5.0 

o 

CM 

47 

25 

5.0 

1.5 

55 

35 

5.0 

1.5 

54 

45 

5.0 

1.5 

53 

c)  As  can  be  seen  from  the  first  table,  under  certain  career  average 
plans,  there  could  be,  in  addition  to  many  locked-in  terminated  employees, 
also  employees  reaching  retirement  age,  for  whom  the  value  of  benefits  is 
less  than  the  value  of  their  contributions.' 


NOTES 

1  Government  programs  provided  52  per  cent  of  all  retirement  income  for 
single  males  compared  to  62  per  cent  for  single  females  and  42  per 
cent  for  couples:  see  Ontario  (1980)  1:94-6,  1975  data.  The  Green 
Paper,  Better  Pensions  for  Canadians,  found  45  per  cent  of  the  income 
of  elderly  women  (singles  and  couples)  came  from  OAS-GIS. 

2  Except  for  flat-benefit  plans. 

3  Ontario  (1980)  2:63-4.  Money-purchase  plans  are  age-neutral,  unlike 

def ined-benef it  plans,  where  benefits  for  younger  workers  are  lower  in 
value  than  for  older  workers. 
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Pensions  and  Divorce 

Tarry  Bisset 


While  pension  reform  has  been  the  focus  of  a  great  deal  of  attention  and 
discussion  over  the  past  few  years,  it  is  an  issue  of  special  significance  to 
women.  The  topic  that  I  will  deal  with,  pensions  and  divorce,  personifies 
many  of  the  underlying  themes  in  the  'Great  Pension  Debate'. 

This  paper  will  attempt  to  show  that  much  of  the  impetus  for  reform 
of  the  retirement-income  system  stems  from  economic  and  societal  changes 
in  our  environment.  Second,  it  will  indicate  the  urgent  need  for  uniform¬ 
ity  in  pension  legislation  across  the  provinces.  Third,  an  examination  of 
pensions  in  times  of  marriage  breakdown  or  divorce  will  point  out  the 
inherently  complex  ramifications  of  many  of  the  pension-reform  proposals. 

To  begin  then,  it  is  clear  that  many  of  the  stated  concerns  about  our 
present  pension  system  in  Canada  do  not  question  the  pension  system 
itself.  For  instance,  the  concerns  are  about  the  inflation  which  has 
wreaked  havoc  with  elderly  citizens'  incomes,  so  that  what  was  once 
thought  to  be  adequate  financial  preparation  for  retirement  now  barely 
keeps  many  of  the  elderly  above  the  poverty  line.  And  as  you  know,  the 
majority  of  the  elderly  poor  are  women.  A  further  concern  is  that  in 
Canada,  the  divorce  rate  continues  to  increase.  Overall,  the  chances  of  a 
marriage  ending  in  divorce  are  approximately  one  out  of  three. 

The  most  sensible  reaction  on  the  part  of  society  would  seem  to  be  to 
accept  that  a  rising  divorce  rate  is  a  present-day  reality  and  is  likely  to 
be  with  us  for  a  while.  Efforts  should  thus  be  concentrated  on  minimizing 
the  negative  effects  of  divorce,  especially  the  negative  economic  effects,  as 
far  as  possible.  I  think  most  people  would  agree  that  at  least  financially, 
women  tend  to  be  the  losers  in  marriage  breakdown.  In  their  study  of 
divorced  female  Canadians,  Deckert  and  Langelier  (1978,  406)  found  that 
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only  one-third  of  divorced  females  were  usually  employed  at  the  time  of 
divorce,  earning  an  average  of  $9,400  per  year.  The  majority  were 
housewives  with  husbands  earning  an  average  of  $23,700.  Furthermore, 
statistics  indicate  that  divorce  rates  peak  when  women  are  in  the  45  to  55 
age  bracket.  Re-entry  into  the  labour  market  is  not  always  assured.  Not 
astonishingly,  financial  problems  loom  large  for  divorced  women.  For  a 
woman  who  worked  within  the  home  during  marriage  or  moved  in  and  out 
of  the  workplace  while  having  children,  entitlement  to  her  husband's 
pension  may  be  the  only  significant  retirement  income  available  outside  of 
the  Old  Age  Security  (OAS)  benefits. 

You  may  be  aware  that  at  the  present  time,  the  Canada  and  Quebec 
Pension  Plans  (C/QPP)  allow  for  a  splitting  of  credits  upon  divorce  if  the 
marriage  has  lasted  three  years,  and  if  the  application  is  made  by  either 
spouse  within  three  years  of  the  divorce  or  annulment.  The  pensions  of 
the  spouses  are  then  added  together  and  divided  equally  between  them. 
As  a  result  of  this  credit-splitting,  a  divorced  spouse  who  has  worked  in 
the  home  can  receive  a  share  of  the  C/QPP  asset  that  accrued  jointly  to 
both  spouses  during  the  period  of  the  marriage.  In  cases  where  both 
spouses  were  employed  prior  to  the  divorce,  the  credit-splitting  provision 
results  in  the  upgrading  of  the  credits  of  the  lower  wage-earning  spouse. 

Interestingly  enough,  only  three  per  cent  of  divorcing  couples 
request  the  credit-splitting  option.  When  I  asked  friends  in  the  legal 
profession  about  the  reason  for  this,  I  found  out  that  in  some  cases, 
lawyers  may  be  unfamiliar  with  pension  legislation  and  not  even  aware  that 
the  option  exists.  I  was  also  told  that  many  women  cannot  produce  the 
relevant  documentation,  such  as  social  insurance  numbers,  etc.  I  must 
admit  I  find  this  latter  rationale  somewhat  difficult  to  believe. 

It  is  important  to  stop  here  and  review  what  changes  the  Green  Paper 
proposes  for  pension  benefits  in  times  of  marriage  breakdown. 

First,  the  Green  Paper  has  proposed  that  credit-splitting  be  allowed 
in  cases  where  a  couple  has  been  separated  for  more  than  three  years. 
Although  this  would  be  an  improvement  on  the  current  situation,  it  must 
still  be  remembered  that  divorce  is  largely  a  middle-class  phenomenon. 
Many  lower-income  people  do  not  consider  the  option  of  divorce  for 
economic  reasons,  and  unless  pension  legislation  takes  that  into  account, 
many  of  the  women  who  are  deserted  by  their  spouses  and  who  are  in  dire 
need  of  pension  benefits  will  never  qualify  for  this  credit-splitting 
provision. 
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In  addition,  the  Green  Paper  takes  the  position  that,  since  both 
spouses  make  sacrifices  to  accumulate  pension  assets,  and  both  are  intend¬ 
ed  to  benefit  from  them,  each  has  a  right  to  share  in  such  assets. 

This  leads  me  to  my  second  point  concerning  uniformity  of  pension 
legislation  across  the  provinces.  At  this  time,  while  the  Green  Paper 
recommends  that  pensions  be  seen  as  assets,  this  view  is  not  a  unanimous 
one  across  the  provinces. 

Six  provinces  -  British  Columbia,  Saskatchewan,  Manitoba,  Quebec, 
Alberta,  and  New  Brunswick  -  have  enacted  family-property  legislation 
supporting  the  view  that  marriage  is  a  partnership  and  that  family  assets 
should  be  shared.  To  take  an  example,  British  Columbia  has  defined 
pension  rights  to  be  part  of  family  assets.  Specifically,  pensions  are 
named  as  family  assets  to  be  divided  50/50,  with  the  courts  being  given 
the  discretion  to  vary  the  amount.  Even  unvested  pensions  can  be  claimed 
against  the  holder  of  the  pension.  The  employee's  company  could  be 
ordered  by  the  court  to  pay  out  the  wife's  share  to  her  directly,  when 
and  if  the  pension  becomes  due.  Vested  pensions  can  be  divided  on  the 
spot,  there  already  being  the  automatic  claim  to  50  per  cent  of  the  pen¬ 
sion. 

Recent  amendments  to  family-property  legislation  in  Manitoba  indicate 
that  a  spouse  has  a  right  to  exchange  pension  benefits  for  other  family 
assets  on  the  valuation  date,  regardless  of  whether  the  rights  are  present, 
future  or  contingent.  The  intent  of  the  bill  is  to  make  the  valuation  on  a 
pension  shareable  -  if  not  in  cash,  then  in  a  trade-off  of  benefits.  For 
example,  pension  value  and  house  value  are  regarded  as  equal.  Included 
in  the  list  of  family  assets  are  rights  under  a  pension  superannuation  plan 
and  rights  under  a  life  fixed-term  annuity  policy. 

In  Saskatchewan,  pension  assets  on  marriage  breakdown  are  recog¬ 
nized  as  marital  property  and  subject  to  distribution  by  court  order  or 
through  an  interspousal  agreement.  Survival  benefits  are  mandatory. 

In  Ontario,  the  courts  have  viewed  pensions  as  support  income  to  be 
used  in  lieu  of  maintenance  payments  when  the  individual  retires  and 
employment  income  ceases.  The  Ontario  Royal  Commission  on  the  Status  of 
Pensions  felt: 

It  would  be  unfortunate  if  a  court,  in  seeking  to  attach  assets  to  satisfy 
claims  between  spouses,  were  to  upset  arrangements  designed  primarily  to 
provide  income  in  retirement  and  required  for  security  reasons  to  be  funded 
by  large  accumulation  in  a  fund. 
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The  commission  therefore  recommended  that  pensions  be  regarded  as  income 
in  retirement,  which  may  be  a  source  of  support  just  as  wages  are  taken 
into  account  in  support  obligations,  rather  than  as  a  capital  asset. 

The  Ontario  Select  Committee  on  Pensions  also  supported  the  Royal 
Commission's  view.  In  addition,  it  is  interesting  to  note  that  the  Family 
Law  Reform  Act  recognizes  the  'equal  position  of  spouses  as  individuals 
within  marriage'  and  'marriage  as  a  form  of  partnership.' 

The  argument  against  using  pensions  as  support  income  is  that  doing 
so  seems  to  imply  a  dependency  on  the  part  of  women  and  does  not  treat 
them  as  equal  partners  entitled  to  an  equal  share  in  the  family's  assets. 

Thus,  the  questions  to  be  asked  in  this  area  are: 

are  pensions  shareable  assets? 

do  they  represent  business  assets  and  therefore  are  not  divisible? 

should  they  be  considered  only  as  support  income? 


The  Canadian  Association  of  Pension  Supervisory  Authorities,  in  their 
report  entitled  'A  Consensus  for  Pension  Reform',  took  the  view  that  the 
division  of  rights  to  property  on  marriage  breakdown  is  a  matter  for  the 
courts  or  for  negotiation  between  the  parties.  They  argued  that  pension 
regulatory  legislation  should  not  attempt  any  prescription:  legislation 
should  permit  division  of  benefits  in  response  to  a  court  order,  but  should 
contain  limits  to  avoid  the  creation  of  new  obligations  for  the  pension  plan. 
They  went  on  to  advise  that: 

No  settlement  on  marriage  breakdown  should  purport  to  require  a  pension 
plan  to  pay  at  any  time  sums  that  it  would  not  have  had  to  pay  at  that  time 
had  there  been  no  marriage  breakdown.  The  concept  should  be  a  division  of 
the  income  stream  rather  than  a  division  of  the  commuted  value. 


They  added  that: 

Laws  relating  to  property  settlement  on  marriage  breakdown  vary  from  prov¬ 
ince  to  province.  Many  considerations  enter  into  such  settlements.  Any 
effort  to  provide  for  a  partition  of  pension  benefits  without  regard  to 
other  aspects  of  a  settlement  may  not  be  in  the  best  interests  of  a  fair 
settlement . 

The  question  that  must  be  asked,  however,  is  if  the  objective  in  this 
case  is  indeed  to  provide  equitable  treatment  and  protection  for  both 
partners  in  an  economic  partnership  that  has  dissolved,  is  that  best  pro- 
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vided  through  pension-benefits  legislation  or  through  family-law  legislation? 

Having  now  outlined  some  of  the  questions  surrounding  the  subject  of 
pensions  and  divorce,  I  will  end  by  bringing  to  your  attention  some  of 
their  more  complex  ramifications. 

For  example,  suppose  a  marriage  breaks  down  and  pension  credits  are 
to  be  divided.  At  least  two  issues  must  be  decided: 

What  method  should  be  used  to  allocate  pension  credits  between 
spouses?  In  other  words,  how  are  they  going  to  be  divided? 

When  will  they  be  divided  -  at  the  time  of  marriage  dissolution  or 
when  the  pension  plan  becomes  payable? 

I  think  it  is  important  here  to  stop  and  recognize  that  the  central 
question  concerning  pension  credits  is  one  of  how  to  divide  up  future 
benefits.  As  one  very  exasperated  lawyer  said  to  me,  not  only  do 
pensions  pale  beside  other  items  to  be  divided,  such  as  the  family  cottage 
or  boat,  but  how  can  you  divide  something  that  may  never  be  realized? 

Another  question  that  must  be  dealt  with  is:  who  should  administer 
the  distribution  of  pension  shares?  The  case  of  Sybil  Adams  is  one  that 
reflects  this  quandary. 

Sybil  Adams  is  a  45 -year-old  mother  of  two  who  is  attempting  to  get 
her  husband's  pension  attached  so  that  she  can  collect  the  more  than 
$8,000  support  he  owes.  Because  the  Family  Law  Reform  Act  does  not 
authorize  judges  to  order  automatic  deductions  from  a  pension  for  support, 
she  must  attempt  to  collect  the  money  on  her  own.  Crown  Life  Assurance 
won  the  court  case  against  an  automatic  attachment  and  has  also  refused  to 
meet  a  garnishment  order.  The  company  feels  that  its  contractual  obliga¬ 
tions  are  with  the  employee  and  is  concerned  about  having  to  pay  out 
twice . 

This  case  underscores  the  necessity  for  changes,  when  they  do  come, 
to  be  made  through  the  Pension  Benefits  Act  rather  than  the  Family  Law 
Reform  Act,  in  order  to  better  deal  with  the  contractual  concerns  of  com¬ 
panies  such  as  Crown. 

Finally,  there  is  the  question  of  survivor  benefits  and  how  to  best 
deal  with  them.  On  this  matter,  I  shall  refer  to  the  judgement  in  an 
oft-cited  case  in  British  Columbia,  Rutherford  v.  Rutherford.  In  this 
case,  the  husband  belonged  to  the  province's  superannuation  fund  and  had 
35  years  of  service.  He  was  entitled  to  retire  on  an  unreduced  pension  at 
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age  55.  The  judge  ordered  the  pension  he  accrued  during  his  marriage 
must  be  shared  equally  when  he  retired;  that  when  he  died  his  wife  would 
receive  half  the  pension  accumulated  during  marriage;  and  that  he  must 
provide  support  other  than  the  pension  if  he  worked  beyond  55,  and  not 
name  any  other  beneficiary  under  the  plan  before  or  after  his  retirement. 

The  approach  taken  by  the  CPP  seems  to  be  an  equitable  one.  Under 
the  CPP,  an  ex-spouse  is  no  longer  treated  as  a  legal  dependent  and  is 
consequently  not  entitled  to  survivor  benefits. 

This  discussion  can  do  no  more  than  skim  the  surface  of  the  complex¬ 
ities  faced  by  courts  and  legislatures,  not  to  mention  private-plan  sponsors 
and  their  advisors.  (The  latter  will  be  required  to  carry  out  and  admin¬ 
ister  support  settlements.)  Suffice  it  to  say,  however,  that  a  little  plan¬ 
ning  and  thinking  through  the  options  now  may  alleviate  headaches  in  the 
future . 

It  appears  that  a  strong  case  can  be  made  for  pensions  to  be  seen  as 
assets  and  therefore  divisible  upon  marriage  breakdown.  If  that  is  so, 
then  the  pivotal  question  becomes  how  to  undertake  this  division.  The 
underlying  question  is:  how  do  you  ensure  an  adequate  level  of  protection 
in  the  event  of  divorce  for  the  spouse  who  is  not  independently  insured 
during  the  years  of  marriage  or  whose  employment  record  has  been 
shortened  and  interrupted  as  a  result  of  family  responsibilities?  And 
further,  how  do  you  determine  the  fair  amount  of  pension  benefit?  How 
and  when  do  you  distribute  these  benefits? 

Pension-reform  proposals,  in  the  context  of  marriage  breakdown,  ac¬ 
knowledge  societal  changes.  They  underline  once  more  the  need  for  uni¬ 
formity  in  pension  legislation  across  Canada,  and  they  present  the  stark 
reality  that  the  resolutions  will  require  both  compassion  and  wisdom. 
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Public  Versus  Private  Pensions 

Clifford  G.  Pilkey 


Although  I  am  a  member  of  the  Ontario  Economic  Council,  I  speak  here  as 
a  labour  leader  and  wish  to  present  the  views  of  that  large  body  of  people 
on  this  important  subject.  Our  proposals  for  pension  reform  are  well 
documented  in  briefs  to  the  Royal  Commission  on  Pensions  and  to  the 
Select  Committee  of  the  Legislature.  However,  we  believe  that  it  is  impor¬ 
tant  to  restate  our  position  briefly  to  this  important  forum. 

When  the  first  public  pensions  bill  was  introduced  in  parliament  in 
1927,  some  MPs  argued  that  the  means-tested  benefit  of  $20  a  month  would 
undermine  private  thrift.  The  Senate  threw  out  the  proposed  legislation 
because  they  believed  this  modest  public  provision  would  destroy  the 
incentive  to  build  up  private  savings  through  hard  work. 

Although  the  legislation  was  adopted  the  following  year  when  the 
newly-installed  government  of  MacKenzie  King  was  elected,  partly  on  a 
platform  which  included  public  provision  for  pensions,  the  debate  continues 
to  this  day  between  the  defenders  of  private  savings  and  those  who  sin¬ 
cerely  are  concerned  for  the  needs  of  the  retirees. 

Many  pensioners  have  come  to  the  conclusion  that  the  wages  sacrificed 
to  pay  for  a  company  plan  do  not  produce  the  retirement  security  which 
they  have  a  right  to  expect  in  return.  If  the  social  security  system  has 
reduced  the  incentive  to  save,  the  private  pension  system  has  perpetuated 
the  illusion  that  additional  private  saving  is  not  necessary.  Economists 
have  painstakingly  calculated  the  savings  lost  to  the  economy  because  of 
social  security.  They  would  perform  a  better  service  by  calculating  the 
saving  which  did  not  take  place  because  the  employer  pensions  have  not 
measured  up  to  expectations.  At  least  the  security  provided  by  Old  Age 
Security  (OAS)  and  the  Canada  Pension  Plan  (CPP)  has  not  proved  to  be 
as  illusory. 

Clifford  G.  Pilkey  is  President  of  the  Ontario  Federation  of  Labour. 
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The  level  of  benefits  under  pension  plans  has  always  been  limited  by 
government  and  corporate  assessments  of  how  much  they  can  afford.  We 
in  labour  believe  that  determining  pensioners'  living  conditions  by  this 
standard  alone  does  them  a  disservice,  and  implicitly  places  the  needs  of 
the  current  generation  above  the  elder  generation.  It  devalues  the  right¬ 
ful  social  position  of  retired  people  by  implying  that  they  are  dependent  on 
the  younger,  productive  generations.  It  suggests  that  pensioners  have 
nothing  more  of  value  to  contribute  to  our  general  welfare.  They  know 
that  they  have  invested  their  lives  in  our  prosperity,  but  we  have  effec¬ 
tively  barred  them  from  collecting  the  dividends. 

We  seem  always  to  be  examining  the  problems  of  pensioners  from  the 
point  of  view  of  the  current  generation.  More  often  than  not,  that  means 
we  treat  them  as  a  burden  -  as  a  drain  on  our  productive  capacity.  This 
perspective  is  entirely  inappropriate.  It  undermines  the  dignity  of  retire¬ 
ment  and  blinds  the  young  to  the  qualities  of  the  old.  Our  approach  to 
pensions  must  begin  with  recognition  that  our  prosperity  grows  out  of  the 
accumulated  labour  of  previous  generations.  Our  elder  generations  must 
be  respected  as  the  creators  of  our  productive  capacity  rather  than 
treated  as  a  drain  upon  it. 

Our  society  will  never  provide  social  justice  for  its  elder  generations 
unless  we  maintain  an  adequate  level  of  income  throughout  retirement.  To 
do  otherwise  is  quite  simply  to  allow  those  sectors  which  benefit  from 
inflation  to  expropriate  the  earned  rights  of  pensioners. 

We  believe  that  all  public  pensions  should  increase  automatically  with 
improvements  in  our  standard  of  living.  We  cannot  justify  to  pensioners 
anything  less  than  full  participation  in  the  fruits  of  their  earlier  labours. 

The  general  weakness  of  employer  pension  plans  in  the  private  sector 
has  been  revealed  to  thousands  of  retirees  who  have  discovered  that  their 
benefits  cannot  sustain  the  standard  of  living  they  had  anticipated.  The 
current  period  of  massive  industrial  lay-offs  is  demonstrating  to  thousands 
more  that  their  company  pensions  are  worthless  unless  they  are  at  least  45 
years  old  and  have  ten  years  of  service.  And  we  need  hardly  recall  that 
the  majority  of  working  people  not  employed  by  government  and  all  self- 
employed  workers  will  never  have  the  opportunity  to  experience  these 
disappointments.  They  must  rely  entirely  on  public  programs  -  the  CPP, 
OAS,  the  Guaranteed  Income  Supplement  (GIS)  and  the  Guaranteed  Annual 
Income  System  (GAINS)  -  and  their  personal  saving. 

We  wish  to  draw  your  attention  to  some  facts  about  the  private  system 


433 


which  make  it  an  inappropriate  vehicle  for  meeting  the  basic  pension  needs 
of  Canadians. 

The  latest  available  data  indicates  that  only  40.7  per  cent  of  paid 
workers  were  participating  in  pension  plans  in  1974  (Statistics  Canada 
1974,  Table  E,  28).  When  we  adjust  this  overall  figure  for  the  fact  that 
virtually  all  workers  in  the  public  sector  are  covered  by  retirement 
schemes,  we  discover  that  fewer  than  30  per  cent  of  paid  workers  in  the 
private  sector  participate  in  pension  plans  (ibid.,  28,  84).  The  calculation 
does  not  include  covered  workers  who  voluntarily  choose  not  to  participate 
or  do  not  meet  eligibility  requirements.  We  must  also  consider  that  eligi¬ 
bility  requirements  are  designed  to  exclude  short-term,  part-time,  or 
young  employees,  and  therefore  have  the  effect  of  permanently  excluding  a 
certain  percentage  of  covered  employees  from  participation. 

Of  the  three  paid  workers  in  ten  who  actually  participate  in  the 
private  sector,  there  are  very  few  who  can  reasonably  expect  their 
employer's  plan  to  replace  a  substantial  proportion  of  their  pre-retirement 
income.  Only  29  per  cent  of  these  participants  are  covered  by  plans 
which  base  benefits  on  earnings  in  the  final  years  of  employment  (ibid.). 

We  know  from  experience  that  most  union  members  have  to  rely  on 
negotiating  ad  hoc  adjustments  to  both  pensions  already  being  paid  and 
accrued  benefits  not  based  on  final  earnings.  Some  unions  have  been 
quite  successful  in  negotiating  regular  improvements.  However,  there  is 
no  guarantee  that  the  employer's  willingness  to  pay  will  correspond  to  the 
needs  of  plan  participants  for  escalation  of  current  or  prospective  pen¬ 
sions.  Even  if  general  economic  conditions  are  good,  any  particular 
company  may  have  gone  bankrupt,  moved  operations  to  another  country, 
or  be  in  a  difficult  position.  The  response  of  the  private  pension  system 
to  inflationary  pressures  also  reflects  the  relative  bargaining  strengths  of 
employers  and  workers.  The  failure  of  the  private  pension  system  to 
protect  the  value  of  benefits  or  even  to  cover  most  workers  reflects  the 
fact  that  the  distribution  of  economic  power  does  not  correspond  to  the 
needs  of  retiring  workers. 

There  are  no  satisfactory  solutions  to  the  problems  of  coverage  and 
indexation  within  the  framework  of  the  private  system.  A  commitment  to 
adequate  pensions  and  a  fair  distribution  of  our  wealth  between  the  gen¬ 
erations  requires  that  no  one  depend  on  private  sources  for  security  in 
retirement. 

The  security  of  benefits  promised  under  a  private  pension  plan  re- 
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quires  the  establishment  of  a  fund  simply  because  there  is  no  guarantee 
that  an  employer  will  not  have  gone  out  of  business  by  the  time  his  former 
employees  reach  retirement  age.  This  fund  has  been  set  up  through  the 
legislation  of  minimum  requirements  for  employer  contributions.  In  an 
inflationary  period,  however,  the  real  value  or  purchasing  power  of  bene¬ 
fits  will  deteriorate  if  they  are  not  based  on  final  earnings  and  indexed 
after  retirement.  If  the  benefits  do  keep  pace  with  increasing  wages  and 
prices,  substantial  new  liabilities  will  still  be  created  for  the  fund;  the 
benefits  will  be  less  secure  until  the  employer  is  able  to  make  up  the 
deficiency.  The  situation  would  not  be  so  serious  if  we  could  anticipate 
future  rates  of  inflation  and  set  aside  more  funds  now,  but  the  experience 
of  the  last  few  years  demonstrates  that  we  do  not  have  the  benefit  of 
foresight.  The  problem  is  aggravated  by  the  tendency  of  pension  funds  to 
perform  less  well  in  an  inflationary  period:  the  real  rate  of  return  (divi¬ 
dends,  interest,  etc.,  minus  inflation)  tends  to  drop. 

Thus,  private  benefits  cannot  be  secure  without  a  fund,  but  the  real 
value  of  benefits  cannot  be  maintained  without  calling  upon  the  future 
revenues  of  the  employer.  You  cannot  negotiate  or  expect  ad  hoc  adjust¬ 
ments  from  an  employer  that  no  longer  exists.  Furthermore,  the  nature  of 
proposals  to  deal  with  inflation  within  the  framework  of  the  private  pension 
system  confirm  this  system's  inability  to  solve  the  problem  independently. 

CPP  benefits  have  made  more  and  more  retirees  independent  of  the 
means-tested  or  welfare  component  of  our  public  pension  system.  The 
failure  of  private  pensions  and  other  forms  of  private  saving  to  maintain 
their  value  has  had  the  opposite  effect.  Our  concern  for  those  on  fixed 
incomes  during  inflationary  times  appears  to  have  been  well  placed. 

The  clustering  of  the  majority  of  pensioners  around  low  levels  of 
income  was  reflected  in  the  tax  returns  for  1975:  almost  60  per  cent  of 
tax  filers  age  65  and  over  declared  incomes  of  less  than  $5,000. 

The  income  of  pensioners  from  private  saving  is  very  unevenly  distri¬ 
buted.  Again,  the  historical  record  of  the  private  sector  in  meeting  the 
needs  of  the  majority  of  pensioners  is  very  poor. 

Our  public  pension  programs  have  proven  to  be  the  only  effective 
means  of  securing  the  positions  of  the  vast  majority  of  pensioners.  A 
commitment  to  fair  treatment  for  pensioners,  then,  requires  a  significant 
expansion  of  the  role  of  public  plans. 

The  CPP  is  well  established  in  the  minds  of  the  Canadian  public  as  an 
equitable  and  effective  means  of  providing  retirement  income.  Although 
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the  benefit  formula  is  complex,  two  basic  principles  are  well  understood 
and  accepted:  that  the  pension  is  related  to  earnings  on  which  contribu¬ 
tions  have  been  made,  and  that  their  purchasing  power  is  protected.  We 
are  also  convinced  that  Canadians  understand  and  accept  that  the  cost  of 
the  plan  will  increase  with  the  number  of  pensioners,  and  that  those  who 
retire  in  the  early  years  of  the  plan  are  being  subsidized  by  the  genera¬ 
tion  of  active  workers.  Thus,  although  existing  levels  of  benefits  under 
the  plan  are  inadequate,  its  general  design  does  relate  pensions  to  pre¬ 
retirement  earnings  levels  and  lifetime  work  records. 

Organized  labour  recommends  that: 

the  CPP  be  the  cornerstone  of  Canada's  public  pension  system; 

the  maximum  level  of  benefits  be  increased  from  25  per  cent  to  50  per 
cent  of  pensionable  earnings; 

the  level  of  OAS  be  increased  to  20  per  cent  of  the  average  industrial 
wage;  and 

the  GIS  be  likewise  increased. 

We  believe  that  these  measures  would  help  meet  the  basic  pension  needs  of 
the  vast  majority  of  Canadians  on  a  fair  and  equitable  basis. 

We  also  favour  a  gradual  escalation  of  the  contribution  rate,  and  that, 
beginning  now,  the  CPP  contribution  rate  should  be  adjusted  annually  to 
the  level  required  to  meet  the  cost  of  benefits  payable  in  each  year.  We 
recommend  that  the  inequitable  distribution  of  costs  be  eliminated  by 
making  contributions  payable  on  all  earnings  above  the  basic  CPP 
exemption. 

The  costs  of  operating  the  GIS  and  GAINS  programs  will  gradually 
decrease  as  more  and  more  Canadians  retire  on  full  CPP  benefits.  These 
programs  are  presently  paid  for  out  of  the  general  revenues  of  the  federal 
and  provincial  governments  respectively.  Their  tax  base  is  generally  more 
progressive  than  payroll  deductions  -  taking  proportionately  more  from 
higher-income  groups.  We  believe  that  the  taxes  no  longer  required  to 
meet  the  costs  of  the  GIS  and  GAINS  programs  should  be  used  to  help  pay 
for  the  CPP. 

Many  widows  have  been  forced  out  of  a  family  home  by  the  abrupt 
drop  in  income  following  their  husbands'  deaths.  We  can  improve  the 
situation  to  a  certain  extent  by  raising  the  survivor  benefits  under  the 
CPP,  and  we  propose  that  these  be  increased  to  75  per  cent  of  the  de- 
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ceased  spouse's  pension.  However,  this  measure  alone  will  not  prevent 
abrupt  changes  of  circumstances ,  to  the  extent  that  retired  couples  depend 
on  private  pensions.  Therefore,  we  are  recommending  that  all  pension 
plans  be  required  to  provide  a  survivor's  pension  equal  to  at  least  50  per 
cent  of  the  deceased  spouse's  benefit  without  reduction  in  the  initial  level 
of  payments. 

We  can  also  facilitate  the  accumulation  of  better  pensions  under  the 
CPP  by  allowing  women  to  count  years  spent  in  child-rearing  as  credits  in 
the  calculation  of  their  benefits. 

The  CPP  has  several  virtues  which  are  not  shared  by  the  private 
pension  system.  It  covers  all  paid  workers  regardless  of  their  status  with 
an  employer  -  full-time,  part-time  and  temporary.  The  self-employed, 
including  farmers  and  fishermen,  pay  a  double  contribution  and  receive  the 
same  benefits.  Although  a  person's  pension  would  be  reduced  if  he  were 
unemployed  for  substantial  periods,  his  right  to  benefits  is  not  affected  by 
job  changes.  Benefits  reflect  the  lifetime-earnings  record  but  are  indexed 
to  general  wage  levels  at  the  time  of  retirement.  Payments  in  any  one 
year  essentially  are  covered  by  a  tax  on  wage  and  salary  incomes  in  that 
year,  so  that  the  plan  is  more  able  to  respond  to  the  effects  of  inflation 
than  private  plans.  Future  pensioners  do  not  have  to  rely  on  the  con¬ 
tinued  existence  of  several  employers  and  their  future  ability  and  willing¬ 
ness  to  make  ad  hoc  adjustments  in  benefit  levels. 

The  private  pension  system  simply  cannot  solve  all  of  these  problems 
with  the  same  efficiency  as  the  CPP.  However,  private  plans  can  serve  as 
vehicles  for  supplementary  saving  for  those  who  are  able  to  save  towards  a 
greater  retirement  income.  This  does  not  mean  that  we  can  be  sure  of 
what  actual  value  or  purchasing  power  this  supplementary  saving  will 
produce,  but  there  are  a  number  of  legislative  measures  which  can  make 
the  benefits  more  secure. 

Companies  and  the  corporate  tax  system  treat  employer  contributions 
as  labour  costs,  confirming  the  principle  that  a  pension  plan  is  a  system  of 
deferred  wages.  If  this  principle  is  to  have  any  meaning  in  practice,  the 
first  priority  must  be  to  improve  legislative  provisions  to  protect  the 
employee's  right  in  a  mobile  society.  The  private  pension  system  and 
personal  saving  have  so  far  failed  to  produce  the  life  to  which  our  seniors 
are  entitled,  and  their  continued  existence  can  no  longer  serve  as  an 
excuse  for  inadequate  public  pensions. 

We  could  be  asked  why  we  do  not  simply  recommend  improvements  to 
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the  universal  Old  Age  Security  system  to  secure  the  rightful  position  of 
seniors.  We  can  answer  quite  unashamedly  that  we  believe  it  is  the  CPP 
that  provides  a  viable  compromise  between  the  principles  of  our  collective 
obligation  to  seniors  and  our  individual  responsibility  to  work  for  a  pros¬ 
perous  future. 

We  are  convinced  that  the  current  generation  will  do  more  to  secure 
its  own  future  by  providing  for  its  elders  than  by  taking  any  other  path 
which  may  be  available.  We  do  not  believe  that  working  people  should  be 
forced  to  save  for  their  own  retirement.  We  believe  that  the  comfort  of 
seniors  should  be  the  obligation  of  the  younger  generation  in  recognition 
of  their  investment  in  our  future. 

Only  then  will  we  have  restored  our  seniors  to  their  rightful  social 
position.  Only  then  will  they  be  able  to  sustain  the  feeling,  which  has 
always  been  justified,  that  they  continue  to  make  a  valuable  contribution  to 
our  general  well-being. 
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A  Look  at  the  Pension  Iceberg 

Donald  Coxe 


Our  task  is  to  discuss  the  optimal  distribution  of  responsibility,  among  the 
federal  government,  the  provinces,  employers,  and  individuals,  for  the 
retirement  income  problems  of  tomorrow's  Canadians. 

In  this  volume,  we  have  read  what  is  wrong  with  our  current  pension 
scene.  We  lack  in  Canada  a  pension  system:  what  we  have  instead  is  a 
gallimaufry  of  overlapping  and  sometimes  contradictory  programs,  pension 
plans,  RRSPs,  schemes,  tax  breaks,  social  insurance  and  handouts. 
Pension  reform  has  been  a  decade-long  process  to  understand  our  current 
problems,  get  a  good  sense  of  the  future,  and  marshall  the  programs  and 
resources  needed  to  deal  with  those  future  problems. 

The  income  problems  of  today's  elderly  are  understood.  We  know 
that,  with  all  its  faults,  the  current  mix  delivers  adequate  incomes  to  all 
but  a  high  percentage  of  the  single  elderly,  who  are  mostly  female.  By 
isolating  this  target  group  for  immediate  action,  we  can,  if  we  have  the 
will,  solve  our  current  problems.  But  Minister  of  Health  and  Welfare 
Monique  Begin  says  we  do  not  have  the  funds  at  the  moment.  If  she  is 
right,  then  tomorrow's  pension  problems  can  truly  be  called  hopeless, 
because  the  dimensions  of  the  demands  on  tomorrow's  society  dwarf  our 
current  cash  squeeze. 

The  'Great  Pension  Debate'  really  began  a  decade  ago  with  a  splendid 
display  of  force  from  the  labour  organizations  which  Mr.  Pilkey  represents. 
At  that  time,  The  Canadian  Labour  Congress  (CLC)  deluged  Minister  of 
Health  and  Welfare  Marc  Lalonde  with  125,000  postcards  demanding  an 
immediate  doubling  of  the  Canada  Pension  Plan  (CPP).  However,  apart 
from  creating  jobs  for  members  of  the  CLC's  most  strident  affiliate,  the 
Canadian  Union  of  Postal  Workers,  the  campaign  had  no  discernible  effect. 

Donald  Coxe  is  Vice-President  and  Director  of  Research  of  Daly  Gordon 
Securities  Ltd.,  Toronto. 
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Today,  after  the  pension  dilemma  has  spawned  a  virtual  Canadian 
cottage  industry  of  commissions,  committees  and  consultants  in  the  study 
of  it,  we  are  well  aware  that  there  truly  is  a  serious  pension  problem. 
Most  of  us  have  learned  that  solving  it  will  require  a  dedicated  partnership 
of  governments,  employers,  unions,  and  individuals.  But  the  CLC  still 
says  the  answer  is  a  doubled  CPP.  With  the  stubbornness  of  an  Ayatolah 
Khomeini,  the  labour  organizations  repeat  the  same  shibboleth,  even  as  the 
non-believers  multiply.  Like  the  Bourbons,  they  have  forgotten  nothing 
and  learned  nothing. 

Small  business  organizations  have  been  almost  reluctant  participants  in 
the  pension  debate,  fearful  that  the  process  would  bury  their  members  in 
red  tape  and  impose  major  new  cost  burdens.  Thus,  they  continue  to 
speak  of  individual  responsibility  and  hope  that  somehow  the  whole  process 
will  leave  them  unscathed. 

When  the  debate  began,  major  employers  reacted  with  aggrieved 
defensiveness,  protesting  that  their  plans  were  fair  and  that  any  changes 
would  imperil  the  competitive  position  of  Canadian  industry.  But  as  study 
after  study  showed  conclusively  that  corporate  defined-benefit  plans  were 
unfair,  particularly  to  women  and  part-time  workers;  that  disclosure  was 
inevitable;  and  that  the  alternative  to  reform  was  nationalization,  a  consen¬ 
sus  emerged.  There  is  no  longer  any  real  disagreement  that  we  must  have 
early  vesting,  full  disclosure,  mandatory  survivor  benefits,  and  some  form 
of  inflation  protection. 

With  those  reforms ,  private  plans  can  fulfil  their  share  of  tomorrow's 
burden.  But  that  is  only  a  part  of  the  challenge. 

In  their  interesting  overview  paper  presented  to  the  OEC  conference 
on  pension  reform  (see  this  volume  for  a  revised  version  of  this  paper), 
John  Whalley  and  Colleen  Hamilton  outline  the  'funding  crisis'  facing  public 
pension  programs.  They  have  been  attacked  with  the  kind  of  ritualistic 
posturing  that  we  have  come  to  associate  with  the  left  in  the  pension 
debate.  But  here,  I  wish  to  agree  with  those  who  said  they  did  not  have 
a  full  picture  of  the  problem.  In  my  view,  the  Whalley-Hamilton  analysis 
was  excellent  as  far  as  it  went,  but  it  understated  the  real  problem. 

In  the  first  place,  Whalley  and  Hamilton  did  not  include  the  costs  of 
free  drugs  for  the  elderly  in  their  projections.  That  program,  which 
began  in  Ontario  in  1969  at  an  annual  cost  of  $1  million,  now  costs  the 
taxpayers  $250  million,  and  there  is  no  sign  of  abatement  to  this  dizzying 
increase.  Indeed,  if  Ottawa  moves  to  end  the  looting  of  pharmaceutical 
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patents  and  give  drugs  the  same  protection  accorded  any  other  invention, 
the  costs  would  rise  even  more  steeply. 

Secondly,  and  more  importantly,  Whalley  and  Hamilton  did  not  talk 
about  what  I  believe  may  prove  to  be  a  bigger  burden  to  our  children  than 
the  CPP  -  the  costs  of  the  big  public-sector  pension  plans.  Most  of  the 
biggest  are  either  underfunded  or  not  funded  at  all.  The  liabilities  for 
the  federal  civil-service  plan,  for  example,  account  for  a  quarter  of  the 
national  debt,  and  those  liabilities  are  grossly  understated.  But  that  plan 
is  a  model  of  actuarial  probity  compared  to  some  of  the  provincial  civil- 
service  plans. 

One  reason  the  provincial  plans  are  in  such  trouble  is  that  for 
decades  they  have  been  a  dumping  ground  for  underpriced,  non-market- 
able  government  debt.  And  the  scale  of  such  subsidies  is  quite  breath¬ 
taking.  Like  the  CPP,  these  plans  are  saddled  with  unfair  investments. 
As  Ontario's  Royal  Commission  on  the  Status  of  Pensions  demonstrated, 
Ontario  is  so  successful  in  laying  off  its  debts  in  slush  funds  that  more 
than  130  per  cent  of  the  net  debt  of  the  province  is  held  by  the  CPP  and 
five  big  public-sector  plans.  These  plans  also  supply  indexing  from  a 
side-car  fund  that  is  absurdly  underfunded.  A  recent  study  by  William  M. 
Mercer  (1983,  105-7)  showed  that  federal  taxpayers  pick  up  more  than  90 
per  cent  of  the  cost  of  civil-servant  indexing.  And  there  are  no  serious 
efforts  to  improve  the  situation.  By  2020,  the  annual  cost  burden  of  these 
monsters  may  make  the  CPP  look  like  a  modest  nuisance. 

Whalley  and  Hamilton  also,  I  believe,  understate  the  ultimate  cost 
burden  of  health  care  for  the  elderly  by  simply  projecting  forward  today's 
8  to  1  ratio  (of  costs  of  the  elderly  compared  to  those  under  18  years  of 
age).  This  ratio  is  bound  to  become  far  worse.  Each  year  sees  the 
introduction  of  new  therapeutic  and  diagnostic  techniques  which  have  one 
common  characteristic:  they  are  extremely  costly.  As  medical  science 
delivers  artificial  hearts,  transplanted  lungs,  transplanted  livers,  dialysis 
machines,  CAT  scanners  and  other  exotica,  we  can  assume  that  unless  a 
future  government  is  willing  to  practice  triage,  tomorrow's  pensioners  will 
include  millions  of  expensive  valetudinarians. 

Adding  them  all  up,  I  have  little  doubt  that  the  income  tax  sur¬ 
charges  on  tomorrow's  workers  for  CPP,  OAS,  GIS,  Medicare,  and  public 
sector  pensions  will  be  closer  to  50  per  cent  than  the  25  per  cent  pro¬ 
jected  by  Whalley  and  Hamilton. 

And  yet  organized  labour  wants  a  cloned  CPP.  This  twin  will  cost  at 
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least  12  per  cent  of  covered  earnings  when  mature  -  not  the  10  per  cent 
projected  for  its  elder  brother.  Why?  Because  it  will  not  have  the  benefit 
of  two  decades  of  partial  funding,  with  all  the  accumulated  interest  that 
means  for  reducing  ultimate  cost.  And  its  demographic  situation  is  far 
worse  than  that  of  CPP  One.  The  CPP  was  conceived  at  just  about  the 
same  time  as  the  last  of  the  baby-boomers  were  being  conceived.  It  was 
born  into  a  world  that  knew  only  of  population  growth  -  a  young  society 
able  to  shoulder  mighty  burdens.  A  cloned  CPP  would  be  born  into  a 
society  on  the  edge  of  menopause. 

To  inflict  on  our  children  and  grandchildren  a  doubled  CPP  would  be 
an  act  of  economic  pollution  far  more  serious  than  decades  of  acid  rain. 
Not  only  will  our  descendants  bear  the  costs  of  the  deficit  we  are  now 
incurring,  which,  each  year,  is  larger  at  the  combined  federal  and  provin¬ 
cial  level  than  the  entire  cost  of  World  War  Two,  but  they  would  also  have 
to  pay  a  minimum  of  25  per  cent  of  their  wages  for  the  CPP  alone,  even 
before  they  contemplated  Medicare,  public  sector  plans,  and  the  rest. 

In  making  these  observations,  it  is  not  my  intention  to  attack  the 
current  CPP,  which  is  perhaps  the  most  successful  social  program  we  have 
in  the  nation.  The  basic  CPP  is  fair  because  its  biggest  winners  are  the 
generation  which  lived  through  two  world  wars  and  before  private  pension 
plans  were  widely  available.  But  although  it  meets  their  needs,  we  should 
not  pass  the  buck  along  to  another  generation  when  we  have  the  vehicles 
now  to  take  us  to  our  old  age  in  comfort. 

WHAT  IS  THE  FAIREST  DISTRIBUTION  OF  TOMORROW'S  PENSION  COSTS? 

We  need  to  ensure  that  the  improvements  that  come  in  private  plans  in¬ 
clude  a  formula  basis  for  inflation  protection  so  that  people  do  not  grad¬ 
ually  slide  on  to  the  GIS  because  their  pensions  lose  their  value.  We  also 
need  to  ensure  that  vesting  and  portability  design  results  in  inflation- 
proofed  locked-in  benefits  or  Registered  Pension  Accounts  (RPAs)  so  that 
mobile  workers  and  part-timers  also  do  not  have  to  rely  on  the  GIS. 

We  need  to  give  good  disclosure  to  members  of  plans  so  that  they 
understand  what  their  savings  are  being  invested  in  and  what  the  money 
managers  are  earning  for  them.  There  has  been  a  regrettable  air  of 
secrecy  in  many  corporations,  a  fog  that  has  covered  up  poor  investment 
performance.  We  need  to  let  in  the  fresh  air  of  disclosure  so  that  pension 
plans  can  do  their  jobs  better. 
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What  will  also  be  needed  is  some  form  of  mandatory  minimum-savings 
vehicle  having  full  portability  so  that  anyone  with  a  reasonable  work 
history  does  not  reach  age  65  devoid  of  savings.  For  those  small  T 
liberals  who  detest  such  dirigiste  plans,  remember  that  a  society  which 
builds  safety-nets  has  the  right  to  try  to  prevent  half  the  population  from 
falling  into  them.  A  mandatory  savings  program  like  the  Provincial 
Universal  Retirement  System  (PURS)  is  the  pension  equivalent  of  a  seatbelt 
law  for  a  society  that  offers  Medicare. 

Governments  will  also  have  to  look  at  the  total  income  situation  of  the 
elderly  so  that  we  do  not  perpetuate  the  unfairnesses  and  'lotteries'  that 
give  some  people  subsidized  housing  while  others  have  trouble  paying  the 
rent,  with  such  housing  subsidies  not  counting  for  their  GIS.  The  tax 
breaks  which  shield  all  OAS  from  the  tax  collector  should  be  abolished. 
We  should  also  look  at  whether  we  need  both  the  federal  government  and 
the  provinces  in  the  picture  of  elderly-welfare  arrangements. 

For  our  farm  population,  the  most  secure  pension  arrangement  would 
be  ownership  of  a  family  farm.  This  is  becoming  more  and  more  difficult 
as  land  values  rise  and  farm  incomes  decline  because  of  our  governments' 
commitment  to  cheap  food  policies.  The  result  is  that  more  and  more  of 
our  farmland  is  being  acquired  by  non-farmers  and  non-Canadians.  A  new 
look  at  family-transfer  arrangements  that  could  keep  farms  within  a  family 
and  provide  a  retirement  income  for  the  older  generation  is  surely  in 
order. 

The  surest  underpinning  of  tomorrow's  pension  arrangements  is  a 
strong,  competitive  economy.  In  the  Canadian  context,  that  necessitates  a 
very  high  savings  rate.  By  encouraging  private-savings  arrangements, 
even  to  the  extent  of  mandating  a  minimum  program,  we  would  help 
generate  the  funds  that  will  be  needed  to  expand  the  economy  without 
continuing  our  painful  dependency  on  foreign  captital. 

Once  the  price  of  oil  starts  moving  up  again,  megaprojects  like 
Hibernia  will  be  developed  if  the  governments  don't  torpedo  them.  Without 
a  higher  savings  rate,  these  will  suck  in  foreign  capital,  driving  the 
Canadian  dollar  far  above  its  fair-trade  basis,  thereby  exposing  our  manu¬ 
facturers  to  even  more  severe  foreign  competition.  Expanded  pension  and 
savings  arrangements  will  let  us  do  the  job  with  our  own  money,  so  that 
the  payback  helps  cover  tomorrow's  pension  costs. 

Indeed,  the  pension  problem  is  at  the  core  of  the  Canadian  economic 
challenge.  Even  though  private  plans  cover  only  half  the  workforce,  they 
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are  the  biggest  holders  of  Canadian  equities.  A  sound  economy  and  ulti¬ 
mately  sound  pensions  are  really  a  chicken-and-egg  formulation.  If  we 
base  our  pension  designs  on  intergenerational  chain-letters,  we  shall  also 
be  crimping  the  performance  of  an  economy  that  would  otherwise  create  the 
jobs  that  would  generate  the  revenues  needed  for  pensions  and  the  rest  of 
the  panoply  of  social  programs. 

It  is  tempting  to  say,  along  with  Mr.  Pilkey,  'Solve  pensions  the  easy 
way  -  expand  the  CPP.'  But  this  kind  of  simplicity  in  a  hostile  world  is 
dangerous  naivete.  It  smacks  of  the  six-year-old  putting  her  tooth  under 
the  pillow  for  the  tooth  fairy.  We  may  not  be  able  to  rely  on  tomorrow's 
workers  to  pick  up  the  tab.  We  should  not  impose  that  kind  of  burden  on 
tomorrowr's  economy.  We  cannot  postpone  an  examination  of  the  real  prob¬ 
lem  for  another  15  years . 

Our  economy  is  a  mixed  economy.  Our  system  of  government  is  a 
federal  system.  Our  language  structure  is  bilingual.  Canadians  have  not 
shown  themselves  to  be  totalists,  seeking  panaceas  that  exclude  alterna¬ 
tives.  Our  current  pension  mix  needs  reform.  It  does  not  need  national¬ 
izing.  All  four  partners  will  have  to  do  more,  and  do  it  more  effectively. 

When  the  'Great  Pension  Debate'  began,  we  were  a  young,  rich 
nation,  filled  with  illusions  about  our  nation's  place  in  the  world.  We  are 
now  older,  and  poorer. 

I  hope  we  are  wiser. 
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The  Role  of  the  State  in  Retirement 
Income  Policy: 

Some  Fundamental  Considerations 

Richard  A.  Wietfeldt 


'Reform'  suggests  fairly  basic  change  -  substantial  change  in  structures. 
It  goes  without  saying  that  reform  is  contemplated  in  the  name  of  improve¬ 
ment.  Therein  lies  the  catch.  Not  that  advocates  for  reform  have  not 
cited  a  variety  of  ills.  But  establishing  a  case  that  serious  need  exists  is 
much  more  difficult  than  alleging,  from  one  particular  point  of  view,  that 
there  is  one  or  another  abuse,  gap,  or  evil.  And  demonstrating  that  a 
change  to  correct  one  ill  constitutes  a  real  improvement  from  a  general 
perspective  is  quite  another  challenge  altogether.  The  retirement  income 
system  is  complicated  and  diverse,  as  authors  here  have  re-confirmed. 
Many  suggested  reforms  are  not  improvements. 

For  the  Canadian  Federation  of  Independent  Business  (CFIB)  it  con¬ 
tinues  to  be  our  view,  confirmed  by  careful  students,  that  the  gaps  in  our 
present  retirement-income  structures  are  relatively  manageable.  Reform 
would  be  too  strong  a  treatment,  for  this  patient  requires  not  major  sur¬ 
gery  but  mainly  some  muscle-building  exercises  and  some  growing-up. 

We  have  read  repeatedly  in  this  volume  that  paternalism  is  the  motive 
for  the  Green  Paper.  The  prevailing  attitude  is  that  we  must  care  for 
people  who  are  too  short-sighted  or  weak  to  care  for  their  own  long-term 
interest.  Pension  planners  are  worried  that  people  choose  to  ignore  the 
amazing  phenomenon  of  compound  interest,  that  they  fail  to  value  highly 
enough  the  provision  for  independent  income  by  couple  and  even  by  in¬ 
dividual,  and  that  they  often  or  regularly  do  not  act  to  maximize  their 
total  earnings  based  on  actuarial  expectations.  Reverberating  in  the 
background  are  the  ideals  of  the  social  engineers  -  the  expectations  of 
steady  social  progress  if  only  the  correct  rules  of  sociology  are  imple- 
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mented.  The  soul  of  Auguste  Comte  stirs  in  its  secular  heaven  once  again 
(or  still).  The  belief  in  universal  progress  is  not  dead. 

I  am  the  last  to  stand  against  progress.  But  the  faith  in  general 
progress  through  scientific  management  concentrated  in  great  adminis¬ 
trations  I  had  thought  was  long  since  discredited.  I  seem  to  recall  a 
number  of  authors  who,  in  the  1920s,  thought  that  particular  bubble  had 
burst  with  the  first  world  war:  'the  nineteenth  century  belief  in  universal 
progress',  they  used  to  call  it. 

My  position  calls  for  an  immediate  clarification.  Some  may  suppose 
this  disinclination  to  social  engineering  and  super-government  stems  from 
disinclination  to  government  per  se,  from  the  belief  that  the  best  govern¬ 
ment  is  that  which  governs  least.  That  is  the  position  which  lurks  in  the 
wings  of  much  of  the  new  conservative  movement  in  the  U.S.  and  else¬ 
where.  Birmingham  Professor  H.S.  Ferns,  for  example,  argues  against 
'The  Disease  of  Government'  in  his  1978  book. 

That  is  not  my  position.  Nor  is  that  the  most  comfortable  or  natural 
basis,  let  alone  the  inevitable  foundation,  of  an  opposition  to  more  com¬ 
prehensive  planning  for  social  welfare  and  pensions.  This  opposition  is 
perfectly  compatible  with  a  high  theory  of  the  role  of  government,  with 
precisely  the  belief  that  paternalism  is  a  necessary  element  of  the  founda¬ 
tion  for  political  authority.  I  believe  government  rightly  has  important 
roles  in  setting  the  national  economic  policies.  CFIB  has  never  taken 
surveys  on  this  directly,  but  the  clear  implications  of  many  questionnaires 
is  that  small  business  owner-managers  are  not  generally  laissez-faire  advo¬ 
cates.  They  are  overwhelmingly  convinced  that  governments  in  our  day 
have  grown  too  large  and  that  the  myriad  of  programs  to  assist  business 
are  generally  dysfunctional. 

This  digression  is  necessarily  too  short  to  untangle  the  net  that  one 
speaker  at  the  Ontario  Economic  Council  (OEC)  conference  on  pension 
reform  confessed  himself  to  wrestle  with  at  length  -  unsuccessfully. 
Whether  stated  or  not,  the  pension  debate,  like  so  many  other  economic 
issues,  is  entangled  in  the  mesh  of  laissez-faire  vs .  the  welfare  state. 
The  topic  of  the  proper  role  of  public  authority  in  pension  provision  and 
regulation  is  indeed  central  to  the  whole  debate. 

A  number  of  facts  justify,  indeed  demand,  a  considerable  role  for 
government  in  the  area  of  retirement  income.  The  whole  process  of  indus¬ 
trialization,  with  the  typical  reliance  on  paid  employment,  the  concentration 
into  cities,  the  geographical  mobility  and  the  weakening  of  local  ties,  the 
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weakening  also  of  the  larger  family  ties,  the  frequent  dissolution  and 
reassortment  even  of  the  nuclear  family,  the  enervation  of  voluntary  ser¬ 
vices  and  the  general  substitution  of  public  services  -  all  these  support 
the  increased  role  for  the  state  in  social  welfare.  With  provisions  for  the 
elderly,  too,  the  state  has  quite  rightly  filled  a  vacuum.  (Admittedly, 
however,  public  policies  also  have  often  been  influential  in  creating  the 
vacuum.)  It  is  virtually  without  dispute  that  public  authority  should 
provide  for  all  persons  over  retirement  age  to  receive  at  least  a  basic 
standard  income.  In  Canada  we  have  chosen  to  do  this  through  the  OAS/ 
GIS  and  the  CPP/QPP  systems. 

The  grounds  for  assuring  a  reasonable  minimum  income  for  all  the 
retired  are  easily  recalled.  They  are  the  understanding  that  each  person 
is  unique  and  of  irreducible  value  and  that  the  essential  conditions  for  the 
continued  existence  of  the  person  as  an  intellectual,  moral,  and  social 
being  are  therefore  our  common  obligation  to  provide.  Because  it  is  as 
persons  in  society  that  the  elderly  are  viewed,  it  is  recognized  that  the 
reasonable  minimum  of  income  will  be  adequate  not  just  in  meeting  bare 
biological  needs  of  nutrition,  shelter,  and  health  care,  but  that  the  mini¬ 
mum  has  a  certain  degree  of  relativity.  In  an  affluent  society  the  accept¬ 
able  minimum  is  higher  than  in  a  primitive  society.  The  acceptable  mini¬ 
mum  includes  social  services  such  as  recreational  and  community  activities. 

As  one  OEC  conference  participant  said  in  a  discussion,  this  generally 
accepted  role  of  the  state  to  assure  at  least  a  floor  retirement  income  has 
been  frequently  confused  with  a  totally  different  welfare  function  -  that  of 
transferring  income,  from  those  with  more  to  those  with  less,  or  from 
pre-retirement  to  post-retirement,  not  with  the  objective  of  assuring  a 
standard  floor  but  just  of  equalizing  income.  Common  economic  parlance 
has  adopted  the  approbative  term  'progressive'  for  any  measure  or  policy 
which  redistributes  income  toward  lower  earners,  quite  apart  from  any 
consideration  of  other  merits  or  effects  of  the  measure.  Welfare  economics 
generally  takes  a  strong  leaning  to  this  objective,  most  commonly  on  the 
basis  of  some  version  of  utilitarian  theory.  The  utilitarian  theory  itself  is 
subject  to  grave  objections.  Economists,  of  course,  do  not  need  to  defend 
it.  They  just  operate  on  the  basis  that  if  the  greatest  pleasure,  the  least 
pain,  for  the  most  individuals  were  the  ultimate  basis  for  social  policy, 
then  any  number  of  considerations  could  apply.  (I  hesitated  to  say  'then 
the  following  calculus  would  apply';  but  one  paper  at  the  OEC  conference 
contained  in  a  footnote  the  remarks,  'I  am  willing  to  argue  that  the  hard- 
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ships  caused  by  a  low  replacement  rate  are  more  than  five  times  as  great 
for  someone  living  on  an  income  of  $10,000  than  for  someone  with  an  in¬ 
come  of  $50,000.'  Bentham's  soul,  too,  is  still  warm  and  moving!) 

Given  that  economists  cannot  tell  us  why  it  is  better  if  incomes  are 
equal  or  more  equal  (between  households,  or  between  pre-  and  post¬ 
retirement)  ,  we  should  examine  what  public  policy  consensus  there  might 
be  to  ground  measures  for  income  redistribution.  Applied  to  pension 
policy,  the  question  is:  what  obligation  has  the  state  to  see  that  the 
elderly  are  not  only  clothed,  fed,  and  housed,  given  good  medical  care, 
and  assured  that  these  basics,  together  with  other  minimal  social  services, 
are,  insofar  as  practical,  risk-free,  but  further,  that  all  elderly  shall 
participate  in  some  additional  degree  of  affluence,  borrowed,  at  least  for 
now,  from  the  affluence  of  others? 

I  do  not  question  that  abundance  is  good  and  should  be  encouraged. 
I  personally  believe  that  the  distribution  of  incomes  in  our  society  tends  to 
the  extreme  and  that  a  reduction  of  the  extremes  is  a  good  thing.  I  am 
also  personally  keenly  aware  that  our  much  heralded  affluence  actually  is 
an  illusion  in  many  ways,  and  that  the  real  standard  of  living  has  fallen  in 
some  important  aspects  even  while  rising  dramatically  in  others.  It  is  an 
inimical  popular  tendency  to  inflate  our  economic  progress,  to  imagine  that 
only  a  tiny  margin  of  society  before  the  industrial  revolution  managed  to 
escape  destitution,  and  to  suppose  that  the  average  working  family  today 
is  so  much  more  advantaged  than  all  previous  counterparts.  (Malthus, 
too,  is  still  inspiring  today's  thinkers.) 

Needless  to  say,  I  am  not  suggesting  that  small  businessmen  generally 
agree  with  these  opinions,  but  am  only  clarifying  that  not  all  objectives 
which  are  sound,  valued,  and  morally  justified  are  ends  which  the  state 
should  take  active  measures  to  correct.  Even  one  who  believes  that  the 
state  should  support  these  objectives,  that  the  state  should  support  the 
production  and  general  availability  of  abundance,  that  the  state  should 
promote  wider  economic  opportunities  -  even  the  person  with  these  beliefs, 
if  thoughtful,  would  question  on  what  grounds  the  state  should  feel 
obliged  to  redistribute  income  with  the  goal  of  greater  equity  (always 
keeping  in  mind  that  we  speak  of  income  above  the  guaranteed  floor).  If 
thoughtful,  this  person  would  puzzle  further  by  what  right  the  state 
undertakes,  not  just  to  support  sound  economic  growth  and  more  equitable 
distribution  of  income,  but  to  take  actual  measures  to  take  from  some  to 
distribute  to  others. 
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There  are  some  theories  to  try  to  justify  explicitly  why  equality  of 
income  is  per  se  a  public  goal  and  obligation.  Let  me  indicate  just  two. 
One  is  a  belief  that  the  attainment  of  full  human  potential  in  the  arts,  in 
thought,  in  social  relationships,  in  spirituality,  are  so  closely  bound  up 
with  affluence  that  to  afford  more  income  to  some  than  to  others  is  to  allow 
them  greater  and  unjustified  advantages  of  the  highest  types.  This  is  a 
type  of  materialism  and,  implicitly  and  rather  vaguely,  it  seems  to  underlie 
much  current  thought.  There  are  a  few  philosophers  who  defend  material¬ 
ism,  but  I  doubt  anyone  would  argue  it  is  our  public  philosophy. 

Another  theory  is  that  private  ownership  of  goods  and  resources  is 
per  se  wrong  because  it  inevitably  leads  to  domination  of  the  owners  over 
the  dispossessed.  This  is  the  basis  of  the  general  public  disdain  of  pro¬ 
fits  and  of  wealth  (however  much  it  is  disguised  as  disapproval  of  exces¬ 
sive  profits  or  wealth).  This  theory,  too,  has  a  name.  Merely  to  mention 
the  name,  however,  is  to  instantly  disqualify  oneself  as  able  to  speak  of 
anything  good  or  noble  or  true.  It  never  ceases  to  amaze  me  that  in 
university  classes  or  professional  conferences  in  political  theory,  history, 
social  science,  or  ethics,  the  teachings  of  Proudhon,  Saint-Simon,  Hegel, 
or  Marx  are  discussed  with  an  open  mind,  or  at  least  without  apparent 
disapprobation;  but  if  in  a  policy  discussion  one  mentions  the  word 
'socialism',  it  immediately  confirms  that  the  speaker  has  no  moral  or  intel¬ 
lectual  standing.  Let  this  second  theory  to  justify  active  income  redistri¬ 
bution  remain  nameless.  I  realize  that  this  theory  has  many  advocates, 
most  only  by  implication,  who  would  be  prepared  to  rest  their  case  without 
any  explicit  justification  for  this  position. 

To  summarize  abruptly,  let  me  assert  that  I  believe  there  is  no  public 
consensus  or  broadly  accepted  theory  that  income  redistribution  (to  levels 
above  a  low-income  floor)  should  be  undertaken  by  the  state.  This  applies 
equally  for  retirement  income. 

Another  approach,  one  more  likely  to  receive  a  hearing  through  this 
volume,  is  that  the  state  does  have  an  obligation  to  see  to  the  redistribu¬ 
tion  of  income  (beyond  a  reasonable  floor)  from  pre-retirement  to  post¬ 
retirement.  This  is  longitudinal  redistribution  of  the  income  of  one  person 
or  family.  Again,  this  is  a  judgement  that  the  state  must  provide  for 
income  not  only  up  to  a  floor  but  also  above  the  floor  level.  For  this 
distinct  role,  too,  sufficient  reason  is  hard  to  find.  Again,  it  would  rest 
vaguely  on  some  notion  that  individual  development  even  of  the  highest 
and  noblest  is  more  or  less  proportionate  to  and  limited  to  material  re- 
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sources,  so  that  income  restraint  above  the  moderate  floor  is  direct  depri¬ 
vation  of  human  values.  I  am  groping  a  bit  because  I  know  of  no  explicit 
justification  for  this  governmental  function.  Once  the  question  is  clearly 
asked  I  doubt  anyone  would  care  seriously  to  supply  such  a  justification. 

Lacking  a  compelling  reason  why  governments  should  force  personal 
savings  for  retirement  (above  a  reasonable  floor),  some  might  suggest  that 
it  is  a  good  thing  nevertheless  because  it  is  good  and  prudent  in  itself 
and  good  for  most  of  the  individuals  involved.1  Obviously,  it  might  be 
not  so  good  for  those  who  die  before  retirement  or  early  in  retirement. 
Equally,  it  might  be  not  so  good  for  those  who  would  put  the  forced 
savings  to  better  use  otherwise.  One  could  think  of  several  uses:  more 
assistance  for  the  education  and  the  family  establishment  of  one's  children; 
accumulating  equity  for  self-employment;  more  enjoyment  of  holidays  during 
years  of  good  health  and  with  the  children;  preferred  investment  in  per¬ 
sonally  controlled  or  more  profitable  assets.  In  fact,  the  number  of  parti¬ 
cular  items  could  be  extensive.  Presumably  public  policy  is  not  opposed  to 
this  type  of  preference.  The  list  admittedly  could  include  many  prefer¬ 
ences  that  are  less  noble  than  the  ones  I  mentioned.  Too  many  persons 
never  make  a  real  choice;  too  many  choose  expenditures  which  are  not  in 
their  own  best  interest.  But  the  point  will  not  be  decided  on  the  calculus 
of  whether  the  more  worthy  or  the  less  worthy  choices  are  the  more  nu¬ 
merous.  The  point  is  that  there  is  no  moral  necessity  and  no  good  moral 
grounds  to  force  savings  above  the  agreed  floor  level,  and  to  do  so  entails 
substantial  restriction  of  sound  and  commendable  preferences  as  well  as 
prevents  some  amount  of  dissipation  and  imprudence. 

A  most  important  consideration  is  that  to  force  everyone  into  higher 
savings  for  retirement  through  state-appointed  vehicles  prevents  many 
good  and  worthy  choices.  It  does  not  in  itself  force  prudence  on  anyone. 
Given  a  higher  level  of  income  in  retirement,  the  next  question  would  be 
whether  it  is  being  spent  wisely,  or  whether  further  controls  should  be 
imposed.  To  be  prevented  from  imprudence  is  surely  a  good  of  a  lower 
order  when  the  imprudence  only  means  the  difference  between  an  adequate 
retirement  income  and  a  higher  one. 

The  Green  Paper  does  not  justify  its  paternalism.  The  whole  matter 
is  cloaked  under  the  guise  of  replacement-income  ratios.  The  Parliamen¬ 
tary  Task  Force  on  Pension  Reform  is  in  quest  of  the  proper  or  standard 
ratio  of  net  retirement  income  to  net  pre-retirement  income.  There  is 
nothing  wrong  with  this  concept  of  replacement  ratio.  It  is  a  useful  tool 
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for  analysis  -  for  pension  study  and  for  individual  family  planning.  It  is 
perfectly  fine  to  target  the  CPP  to  25  per  cent  of  average  wages  as  a 
convenient  peg.  However,  when  the  ratio  is  proposed  as  a  national  stan¬ 
dard,  across  all  income  levels  (or,  precisely,  for  household  incomes  in  the 
third  to  eighth  deciles),  and  when  the  question  is  then  put,  how  is  gov¬ 
ernment  to  see  that  this  standard  is  reached,  then  the  concept  is  grossly 
misused  and  abused.  It  is  perverse  to  extend  a  mere  mathematical  tool  as 
a  standard  for  minimum  public  guarantees.  Here  we  are  in  the  area  of 
public  provision  for  upper  middle-income  households  -  involving  not  just 
transfers  within  the  individual  family  from  pre-  to  post-retirement  but, 
potentially,  various  unspecified  transfers  between  households  from  any  or 
all  income  deciles.  Whatever  measures  to  increase  the  retirement  income 
ratios  would  benefit,  mainly  or  disporportionately ,  the  upper  middle-income 
families  ($30-40,000  in  1982).  That  is  where  the  most  frequent  and  largest 
replacement-income  gaps  occur  (leaving  out  the  upper-income  deciles). 

It  is  our  view  that  until  we  find  a  good  argument  for  further  pater¬ 
nalism  in  regard  to  retirement  income,  we  should  leave  well  enough  alone. 

These  considerations  of  a  general  nature  are  key  to  our  topic.  My 
thoughts  only  broach  the  subject,  but  at  least  this  is  better  than  leaving 
it  hanging  with  the  notion  that  'paternalism'  need  not  be  a  pejorative  term. 
Briefly,  let  me  mention  that  CFIB's  more  concrete  pension-policy  positions 
are  outlined  in  submissions  to  the  current  Parliamentary  Task  Force  and 
the  1981-82  Ontario  Legislative  Assembly  Select  Committee  on  Pensions. 
Coverage  and  adequacy  of  retirement-income  provisions  in  small  and 
medium  businesses  is  measured  in  our  research  study.2  Before  closing,  I 
want  to  illustrate  briefly  how  excessive  federal  paternalism  threatens  to 
distort  one  existing  area  of  our  retirement  income. 

A  number  of  pension  reform  advocates  tend  to  overlook  the  significant 
role  played  by  Registered  Retirement  Savings  Plans  (RRSPs).  Some  fed¬ 
eral  officials  (and  many  others)  are  positively  offended  that  RRSPs  can  be 
withdrawn  before  retirement.  The  argument  runs  that  the  tax  deduction  is 
intended  for  retirement  savings  only.  Utilizing  the  RRSP  vehicle  purely 
for  tax  evasion,  with  no  intention  of  saving  for  retirement,  is  clearly  an 
abuse.  But  the  reformer  types  are  aiming  far  higher  than  this.  They 
also  bridle  at  the  prospect  that  the  RRSPs  may  be  withdrawn  for  holidays 
or  consumption.  They  want  RRSPs  to  be  purely  savings  for  retirement 
and  they  want  to  exclude  general  savings.  This  is  a  dividing  line  which 
may  make  sense  in  the  abstract,  but  in  actual  practice,  a  large  sector  of 
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our  society  makes  no  separation  between  personal  savings  and  build-up  of 
equity  on  the  one  hand,  and  formal  retirement-income  provisions  on  the 
other.  It  is  difficult  to  see  why  government  should  feel  an  obligation  to 
try  to  force  everyone  to  think  of  life  as  so  many  years  of  taking  a  pay- 
cheque  after  deductions,  followed  by  so  many  years  of  formal  pension 
cheques . 

The  RRSPs  have  been  a  phenomenal  success,  with  about  $25  billion 
accumulated  to  the  accounts  of  a  broad  profile  of  society.  Two-thirds  of 
small  business  owners  and  50  per  cent  of  small  business  employees  have 
RRSPs,  according  to  our  surveys.  The  $25  billion  compares  well  with  a 
total  of  about  $30  billion  in  private-sector  employer  pension  plans.  No 
doubt  a  large  part  of  the  popularity  of  RRSPs  is  due  to  the  feature  that 
these  savings  could  be  withdrawn  if  needed  or  desired. 

Once  again,  both  good  or  commendable  and  undesirable  or  thoughtless 
uses  for  withdrawn  RRSP  funds  could  be  listed.  I  believe  it  is  vain  to  try 
to  measure  which  are  the  most  numerous.  Let  me  only  suggest  that  RRSPs 
perform  hard-headed  economic  functions  that  Registered  Pension  Accounts 
(RPAs)  will  not  do.  Small  business  owners  and  many  other  private  indivi¬ 
duals  save  through  the  RRSP  vehicle  because  it  is  flexible  both  on  the 
contribution  side  and  the  withdrawal  side.  For  individuals  and  businesses 
for  whom  financial  clout  deriving  from  large  scale  is  absent,  the  insurance 
of  RRSP  funds  is  very  attractive.  Persons  in  small  businesses,  including 
many  employees  of  small  firms,  save  for  increased  net  worth  and  not  in 
formal  pension  plans.  Naturally,  restricting  opportunity  for  re-investment 
of  savings  is  a  direct  restriction  on  retirement  income  for  these  individu¬ 
als  . 

The  RPA  is  touted  as  a  new  vehicle  when  in  fact  suggestions  are  that 
it  will  be  only  an  RRSP  locked  in.  What  it  will  turn  out  to  be  is  a  big 
mystery  so  far.  Ironically,  Dr.  Marchant  has  recommended  in  his  paper  in 
this  volume  that  the  locked-in  feature  of  the  proposed  RPAs  makes  little 
sense  and  should  be  relaxed.  We  would  recommend  instead  that  the  RRSPs 
be  retained  and  amended  to  include  a  more  clearly  defined  and  effectively 
policed  lock-in  feature  for  funds  transferred  from  employer  pension  plans. 
Employers  might  be  given  tax  deductions  for  contributions  directly  to 
RRSPs  just  as  to  the  proposed  RPAs.  Thus  the  needs  for  an  easy  port¬ 
ability  vehicle  and  for  a  flexible  pension  plan  for  small  employers  are  met 
with  much  less  chance  of  seriously  curtailing  growth  in  the  popular  and 
successful  RRSPs.  Misdirected  paternalism  threatens  to  cut  off  what  is 
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one  of  the  main  paths  to  adequate  retirement  income  in  the  independent 
business  sector. 


NOTES 


1  One  discussant  at  the  OEC  conference  said  that  government  action  to 
better  the  interests  of  individuals  is  'a  fairly  general  principle  of 
social  organization.  '  But  I  still  have  not  been  clearly  informed  as 
to  what  the  basis  and  application  of  that  principle  might  be. 

2  Dr.  Christoph  Haehling  von  Lanzenauer  (1982)  Retirement  Income 

Provisions  in  Canada's  Independent  Business  Sector  (Toronto:  CFIB) . 
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The  Coverage  Question  in  the 
Pension  Debate 

D.  S.  Rudd 


INTRODUCTION 

Coverage  by  private  pension  plans  (i.e.,  other  than  the  CPP,  QPP  and 
OAS)  has  been  criticized  as  a  failure.  In  the  early  1970s,  Statistics 
Canada  quoted  a  figure  of  about  forty  per  cent  of  the  labour  force  having 
pension  coverage,  which  despite  subsequent,  more  refined  estimates,  has 
left  the  impression  of  poor  coverage  by  private  plans,  particularly  in  the 
private  sector.  Public  sector  coverage  by  the  three  levels  of  government 
for  their  employees  is  generally  high.  But  the  same  can  be  said  for  the 
large  employers  in  the  private  sector. 

The  Royal  Commission  on  the  Status  of  Pensions  in  Ontario  advocated 
minimum  compulsory  money-purchase  plans  for  all  employees,  in  effect 
going  back  to  the  concept  set  out  in  the  original  Pensions  Benefit  Act. 
(The  concept  of  a  minimum  basic  pension  was  dropped  with  the  introduc¬ 
tion  of  the  Canada  Pension  Plan.)  However,  the  Royal  Commission  did  not 
do  a  proper  analysis  of  the  coverage  question. 

Over  the  last  year,  three  studies  have  been  done  utilizing  basically 
1979  taxation  statistics  and  the  biennial  1978  and  1980  reports  on  pension 
plan  coverage  put  out  by  Statistics  Canada.  Though  none  of  these  studies 
used  identical  methods  or  assumptions,  the  results  are  comparable.  How¬ 
ever,  interpretation  is  still  required,  particularly  as  private  pension 
coverage  comes  into  question  in  discussions  of  whether  or  not  governments 
should  mandate  further  pension  coverage,  either  through  mandatory  pri¬ 
vate  plans  or  an  expansion  in  benefits  of  the  Canada  Pension  Plan/Quebec 
Pension  Plan  (C/QPP). 

This  paper  will  look  briefly  at  the  study  by  Arnold  Shell  and  more 

D.S.  Rudd,  FSA,  FCIA  is  President,  D.S.  Rudd  Associates  Ltd.,  London, 
Ontario . 
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intensively  at  the  studies  by  the  Department  of  Health  and  Welfare  and  by 
the  Task  Force  on  Pensions  of  the  Privy  Council  Office. 

REPLACEMENT  RATIOS 

Much  has  been  written  on  this  topic.  Public  plans  have  been  designed  to 
provide  a  very  significant  floor  of  protection  for  the  citizens  of  Canada, 
with  some  provinces,  such  as  Ontario,  providing  even  higher  floors.  With 
Old  Age  Security  (OAS),  the  Canada  Pension  Plan  (CPP),  the  Guaranteed 
Income  Supplement  (GIS),  and  in  Ontario,  the  Guaranteed  Annual  Income 
System  (GAINS),  we  have  a  minimum  guaranteed  income  after  age  65  of 
over  $6,600  for  an  individual  and  over  $12,500  for  a  married  couple. 

Those  whose  working  years  were  at  low  income  or  with  little  attach¬ 
ment  to  the  labour  force,  and  who  through  misfortune  or  otherwise  end  up 
at  age  65  with  little  or  no  assets  or  retirement  income,  are  guaranteed 
support  by  the  state  -  perhaps  at  a  higher  level  of  income  than  received 
during  much  of  their  working  years. 

For  those  with  a  reasonable  amount  of  attachment  to  the  labour  force, 
CPP  benefits,  private  group  pension  plan  and  Registered  Retirement 
Savings  Plan  (RRSP)  benefits,  and  other  savings  come  into  play  to  provide 
retirement  income.  For  those  earning  at  about  the  average  industrial  wage 
(AIW)  through  most  of  their  working  years,  the  CPP  and  OAS  are  de¬ 
signed  to  provide  about  forty  per  cent  of  the  AIW  as  retirement  income, 
though  a  somewhat  lower  amount  now  applies.  In  the  case  of  a  married 
couple,  a  second  OAS  pension  would  increase  family  retirement  income  to 
approach  55  per  cent,  and  if  the  spouse  had  some  period  in  the  labour 
force  covered  by  the  CPP,  there  would  be  some  further  income  from  this 
source. 

As  the  GIS  is  offset  by  only  50  per  cent  of  income  in  excess  of  OAS, 
incomes  of  the  single  person  and  the  married  couple  could  be  even  higher 
relative  to  pre-retirement  income.  When  the  lack  of  employment  expenses, 
reduction  in  income  taxes  payable  and  other  factors  are  taken  into 
account,  those  earning  the  AIW  have  a  significant  net  replacement  ratio  of 
income.  Finally,  many  of  those  retiring  have  completed  the  purchase  of 
homes,  durable  goods,  etc.,  as  part  of  their  life-cycle  of  consumption  and 
financial  planning. 

In  the  analysis  of  the  studies  that  follow,  particular  attention  will 
thus  be  paid  to  those  in  the  higher-earnings  groups  where  private  pension 
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coverage  becomes  more  important  to  maintain  a  comparable  standard  of 
living  after  retirement. 

THE  SHELL  STUDY 

Arnold  J.  Shell,  FSA,  FCIA,  published  a  study  on  the  question  of  pension 
coverage  entitled  'Pension  coverage  in  Canada,  inadequate  pension  cover¬ 
age  in  Canada  -  fact  or  fiction?'  under  copyright  1982  by  Mr.  Shell  and 
the  Association  of  Canadian  Pension  Management. 

From  an  analysis  of  replacement  ratios  he  considered  the  'target 
group'  for  private  plan  coverage  to  be  those  earning  between  the  AIW  and 
twice  the  AIW.  His  analysis  gave  a  coverage  ratio  of  75  per  cent  for  those 
with  either  group  pension  or  RRSP  coverage  in  that  income  band  based  on 
1979  income  tax  statistics  and  Statistics  Canada  material. 

THE  HEALTH  AND  WELFARE  STUDY 

In  June  of  1982,  the  Department  of  Health  and  Welfare  published  'Pension 
plan  coverage  by  level  of  earnings  and  age,  1978  and  1979.'  Information 
for  each  year  was  given  in  two  sets  of  tables  -  one  by  sex  and  income, 
and  one  by  sex  and  age.  Statistics  were  broken  down  by  private  sector 
plans  and  public  sector  plans  with  Crown  Corporations  included  with 
private  sector  plans.  Income  statistics  from  the  1979  sample  income-tax 
file  gave  information  on  members  of  contributory  plans  and  RRSP  contri¬ 
butors.  The  1978  and  1980  pension  statistics  from  Statistics  Canada  were 
used  to  estimate  1979  members  of  non-contributory  plans.  These  were 
then  distributed  by  age  and  earnings  following  the  contributory  pattern, 
though  recognizing  that  this  was  subject  to  error. 

It  was  obvious  from  the  results  of  the  study  that  low  income  and  low 
age  were  each  areas  of  low  pension-plan  membership,  as  would  be  ex¬ 
pected.  At  my  request,  a  special  running  of  the  results  was  made  to 
obtain  tables  which  integrated  both  age  and  income  for  each  sex  and  each 
sector  so  that  information  was  available  by  cells.  Appendix  A  contains  a 
selection  of  the  tables  so  produced. 

Of  most  interest  were  the  results  for  the  private  sector,  as  coverage 
by  public  sector  plans  (in  this  study,  civil  servants,  teachers,  college  and 
university  employees)  was  high  except  for  the  lowest  category  of  earnings 
where  casual  employment,  probably  part-time  employment,  was  involved. 
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TABLE  1 

Private  plan  membership  as  a  percentage  of  the  C/QPP  employee 
contributors  by  age  and  earnings  groups,  1979 


0.5  AIW 
and  over 
(%) 

AIW 

and  over 
(%) 

Males  -  private  sector 

age  25-44 

58 

67 

age  45-64 

77 

85 

total  age  25-64 

65 

74 

Females  -  private  sector 

age  25-44 

54 

79 

age  45-64 

58 

74 

total  age  25-64 

55 

78 

Total  -  private  sector 

age  25-44 

57 

69 

age  45-64 

72 

84 

total  age  25-64 

62 

74 

Grand  Total  -  private  and  public  sectors, 
male  and  female 

age  25-64 

69 

80 

approx,  number  not  covered  (000) 

1,670 

620 

%  all  C/QPP  employee  contributors 

18.4 

6.8 

SOURCE:  Special  analysis  for  D.S.  Rudd  by  Dept.  Health  and  Welfare  of  data 

in  'Pension  plan  coverage  by  level  of  earnings  and  age  -  1978-1979.' 


With  the  segmented  data,  one  can  analyse  coverage  for  a  target 
group.  Table  1  gives  coverage  ratios  of  private  sector,  group  pension 
plans  for  two  target  groups: 


employees  earning  50  per  cent  of  the  AIW  or  more  who  are  age  25  to 
64,  and 

employees  earning  the  AIW  or  more  who  are  age  25  to  64. 

Exclusion  of  those  under  age  25  from  both  target  groups  arises  since  many 
private  plans  have  a  minimum  age  reguirement.  Employees  at  young  ages 
have  little  interest  in  pension  plans  except  as  a  form  of  temporary  saving. 
Age  35  would  be  a  more  suitable  age. 

The  exclusion  of  those  earning  below  one-half  the  AIW  arises  because 
employees  with  such  low  earnings  are  often  part-time  workers  or  are 
working  in  low-wage  industries  where  pension  plans  are  not  common.  In 
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either  case,  coverage  by  a  private  pension  plan  would  often  lead  to  a 
reduction  in  earnings  and  take-home  pay.  Such  employees  generally 
prefer  the  highest  possible  cash  income.  In  the  unlikely  event  someone 
spent  a  lifetime  at  that  income  level,  government  benefits  would  more  than 
replace  the  income,  as  discussed  above. 

In  the  second  target  group,  those  earning  between  one-half  of  the 
AIW  and  the  AIW  are  also  excluded.  Even  so,  Appendix  A  coverage  ratios 
demonstrate  that  there  is  still  significant  coverage  for  this  excluded  income 
group  in  the  private  sector,  with  males  having  39  per  cent  coverage  for 
ages  25  to  44  and  57  per  cent  for  ages  45  to  64  (Table  A.l).  For  females 
it  is  46  per  cent  and  53  per  cent  respectively  (Table  A. 3).  Public  sector 
coverage  is  higher  and  averages  over  80  per  cent  for  both  sexes  in  the 
income  range.  Again,  government  benefits  provide  a  substantial  replace¬ 
ment  of  earnings  for  those  in  this  group  earning  between  one-half  of  the 
AIW  and  the  AIW. 

Table  1  indicates  private  pension  plan  coverage  in  the  private  sector 
of  62  per  cent  for  the  first  target  group  and  74  per  cent  for  the  second, 
smaller  target  group  of  employees  earning  the  AIW  and  over.  In  the  most 
important  age  range  of  45  to  64,  coverage  is  72  per  cent  and  84  per  cent 
respectively. 

When  the  public  sector  employees  are  combined  with  the  private  sector 
employees,  coverage  by  private  plans  rises  to  69  per  cent  for  the  larger 
target  group  and  to  80  per  cent  for  those  earning  the  AIW  and  over. 

This  study  did  not  attempt  to  bring  into  the  coverage  figure  those 
with  RRSPs  but  no  group  pension  coverage.  More  than  seven  per  cent  of 
the  C/QPP  employee  contributors  had  an  RRSP  and  were  not  making  con¬ 
tributions  to  a  group  pension  plan.  At  least  some  of  these,  probably  a 
majority,  would  not  be  members  of  a  non- contributory  pension  plan.  On 
the  other  hand,  there  may  be  some  overstatement  of  non-contributory 
pension  coverage  due  to  some  members  making  voluntary  contributions  and 
being  counted  twice. 

BACKGROUND  NOTE  #3  TO  THE  GREEN  PAPER 

'Coverage  I:  point-in-time  coverage'  was  the  title  of  paper  prepared  by 
the  Task  Force  on  Pensions  of  the  Privy  Council  Office  as  part  of  the 
Green  Paper  preparation.  Its  statistics  were  used  in  the  Green  Paper. 
Its  methods  were  similar  to  the  other  studies.  It  differs  mainly  in  defining 
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Crown  Corporations  as  part  of  the  public  sector  plans,  in  including  the 
self-employed,  and  in  including  RRSP  coverage  as  part  of  the  total  private 
pension  coverage  for  both  employees  and  the  self-employed. 

Different  assumptions  were  used  to  determine  the  number  of  non¬ 
contributory  plan  members  and  their  distribution  by  age  and  income 
amongst  the  employee  population.  Though  the  author  reconciles  his  ap¬ 
proach  with  that  of  Mr.  Shell,  he  does  not  comment  upon  differences 
between  his  results  and  those  of  the  Health  and  Welfare  (H&W)  study 
discussed  in  the  previous  section.  Though  the  base  differs  between  the 
two  studies  through  the  inclusion  of  the  self-employed  and  through  the 
inclusion  of  the  RRSP  coverage,  overall  coverage  of  49.9  per  cent  com¬ 
pares  to  48.2  per  cent  in  the  H&W  study,  once  again  relating  to  CPP 
contributors . 

Tables  B.3,  B.4,  and  B.5  (taken  from  the  Task  Force  study  and 
reproduced  here  in  Appendix  B)  give  coverage  by  age  range  and  by 
income  broken  down  by  males  and  females  and  type  of  coverage.  Table 
B.3  gives  the  information  most  similar  to  that  of  the  H&W  study  dis¬ 
cussed  above  for  the  age  range  25  to  64.  Excluding  the  self-employed  and 
those  earning  less  than  0.5  of  the  AIW,  Table  B.3  would  give  coverage  to 
3,707,600  out  of  5,539,400  employees  or  67  per  cent  coverage  (compared  to 
69  per  cent  in  the  H&W  study).  Excluding  the  self-employed  and  those 
earning  less  than  the  AIW,  Table  B.3  would  give  coverage  to  2,488,200  out 
of  3,276,000  employees  or  76  per  cent  compared  to  80  per  cent  in  the  H  & 
W  study. 

The  Task  Force  study  has  a  larger  number  of  employees.  It  also  has 
a  larger  number  of  non-contributory  pension  plan  members,  as  it  used  the 
1980  Statistics  Canada  figures  as  applicable  to  the  end  of  1979  rather  than 
the  interpolated  figures  used  in  the  H&W  study.  Despite  the  inclusion  of 
RRSP  coverage,  it  comes  out  with  lower  percentages  than  the  H&W 
study.  Part  of  this  may  be  due  to  duplication  of  non-contributory  plan 
members  in  the  H&W  study  through  those  making  voluntary  contributions 
to  their  pension  plans  (estimated  at  10.8  per  cent  in  this  study),  thus 
overstating  coverage.  But  including  RRSP  coverage  would  more  than 
compensate. 

However,  part  of  the  difference  may  also  be  due  to  the  allocation  of  a 
much  higher  proportion  of  non-contributory  plan  membership  to  the  lowest 
earning  category  in  the  Task  Force  paper.  Members  in  this  category 
would  therefore  be  excluded  from  the  target  groups  assumed  in  this  paper. 


459 


For  example,  the  Task  Force  study  has  about  716,000  pension  plan  mem¬ 
bers  in  the  income  range  up  to  0.5  of  the  AIW,  representing  about  28.7 
per  cent  coverage.  The  H  &  W  study  had  10.8  per  cent  coverage  or  about 
279,000  plan  members.  In  the  age  range  25  to  64,  the  H  &  W  study  had 
only  about  half  the  number  of  pension  plan  members  earning  less  than  0.5 
of  the  AIW  than  did  the  Task  Force  study.  Thus,  the  target  groups 
assumed  in  this  paper  would  have  excluded  more  employees  with  pension 
coverage  in  the  Task  Force  study  data  than  in  the  H  &  W  study  data. 

CONCLUSIONS 

The  studies  indicate  that  private  pension  coverage  is  in  the  area  of  65  to 
70  per  cent  for  those  earning  one-half  of  the  AIW  or  more  and  who  are  in 
the  age  range  of  25  to  64.  If  we  look  at  this  age  range  for  those  earning 
the  AIW  and  up,  coverage  is  in  the  range  of  75  to  80  per  cent. 

Furthermore,  all  the  studies  indicate  that  coverage  ratios  increase 
with  attained  age  as  well  as  with  income.  This  is  less  pronounced  for 
females,  as  many  leave  the  labour  force  or  are  in  part-time  employment. 

The  section  above  on  replacement  ratios  emphasizes  the  high  replace¬ 
ment  ratio  from  government  programs  on  those  with  low  earnings.  Should 
that  low-earnings  history  apply  throughout  working  life  and  on  family 
income,  this  group  would  be  little  helped  by  participation  in  a  pension 

plan.  Be  it  through  the  CPP  or  a  private  sector  plan,  a  pension  derived 

from  a  small  amount  of  income  for  only  perhaps  a  portion  of  the  normal 
working  life  would  amount  to  little  in  dollars.  It  also  would  be  partially  or 
fully  offset  by  the  income-tested  government  programs.  For  the  younger 
people  where  low  earnings  are  a  function  of  mobility  and  inexperience, 
pension  coverage  will  develop  with  age  and  higher  earnings. 

Implication  of  mandating 

Mandating  increased  pension  coverage  through  compulsory  pension  plans  on 
all  employers,  or  increased  benefits  and  contributions  through  the  C/QPP 
or  even  through  mandatory  individual  Registered  Pension  Accounts 
(RPAs),  would  seem  to  be  an  unnecessary  intrusion  into  peoples'  lives  in 

view  of  the  high  degree  of  coverage  now  being  obtained  for  all  but  the 

lowest  income  group. 

Enforced  participation  in  pension  coverage  through  employee  contribu- 
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tions  or  indirectly  through  employer  contributions  would  probably  lead  to 
lower  pay,  and  would  reduce  take-home  pay  for  younger  and  lower-paid 
employees  at  the  time  in  their  life-cycle  when  their  other  expenses  are  the 
highest,  i.e.,  when  raising  families,  buying  homes,  etc.  The  later  years 
are  the  natural  years  for  retirement  savings. 

The  vast  majority  of  the  uncovered  people  are  under  age  25  and/or 
with  very  low  incomes.  Mandating  might  provide  some  material  benefit  for 
those  with  higher  incomes  and  at  higher  ages,  but  in  these  groups  there 
are  so  few  uncovered  people  (600,000  or  1,700,000)  that  such  mandating 
would  seem  to  be  unnecessary  (numbers  from  Table  1). 

Quality  of  coverage 

This  paper  has  not  discussed  the  question  of  quality  of  coverage.  If  one 
assumes  that  there  is  no  vesting  in  a  group  pension  plan  at  termination  of 
employment  unless  the  employee  has  attained  age  45  and  completed  ten 
years  of  service,  coverage  in  a  pension  plan  will  be  of  little  benefit  to 
those  who  change  their  employer  with  any  degree  of  frequency.  However, 
other,  generally  agreed-upon  reforms  will  be  improving  the  quality  of  the 
coverage  through  improved  vesting  and  possibly  through  improving  the 
value  of  the  vested  benefits. 

These  studies  represent  a  snapshot  of  coverage  as  it  was  around  the 
end  of  1979.  At  first  glance,  it  might  appear  as  if  the  coverage  amongst 
lower-income  and  younger  people  is  in  need  of  improvement.  Upon  closer 
examination,  however,  the  snapshot  does  indicate  that  as  earnings  improve 
with  age,  pension  plan  coverage  is  more  likely  to  become  available  to  many 
of  those  not  presently  covered. 

Coverage  of  females 

The  lower  coverage  of  females  does  not  appear  to  be  directly  related  to 
sex  discrimination,  but  rather  to  their  particular  income  and  work  pat¬ 
terns.  Pension  plans  are  based  on  earnings  and  are  generally  aimed  at 
those  with  a  full-time  attachment  to  the  labour  force.  This  is  not  just 
selfishness  on  the  part  of  the  employers,  but  because  casual  and  part-time 
members  of  the  labour  force,  many  of  whom  are  women,  usually  have  no 
interest  in  pensions  and  prefer  cash.  (This  same  preference  is  often 
prevalent  amongst  younger  people.) 
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Looking  at  Table  B.2  (from  the  Task  Force  report)  in  Appendix  B,  28 
per  cent  of  the  employed  females  in  that  study  were  under  age  25.  From 
Table  B.3,  1,110,400  out  of  2,887,600  or  39  per  cent  of  those  over  25 
earned  less  than  half  the  AIW  and  a  further  43  per  cent  (1,245,400  out  of 
2,887,600)  earned  between  0.5  and  the  AIW.  Similar  percentages  in  these 
same  ranges  can  be  developed  from  the  Health  and  Welfare  study. 

Compared  to  the  males,  the  number  of  females  in  the  higher-income 
categories  is  a  smaller  percentage  of  the  total  females,  as  participation  in 
the  labour  force  falls  rapidly  with  age  and  may  become  more  part-time  in 
nature . 

Using  Table  B.2,  females  in  this  study  as  a  percentage  of  males 
overall  are  63.7  per  cent.  However,  by  ascending  age  groups  of  18  to  24, 
25  to  44,  and  45  to  64,  females  represent  83.2,  62.8,  and  50.5  per  cent  of 
the  corresponding  number  of  males. 

One  would  suspect  that  this  trend  of  decreasing  participation  in  the 
labour  force  is  continuous  by  rising  age.  Thus,  a  significant  majority  of 
married  females  have  'retired'  from  the  labour  force  by  the  time  their 
spouses  retire.  The  family  is  not  depending  on  income  being  replaced 
from  the  wife's  earnings  and  has  become  a  'one-earner  couple'.  On  the 
other  hand,  women  who  are  full-time  in  the  labour  force,  single  or  mar¬ 
ried,  probably  will  have  private  pension  coverage  as  well  as  full  CPP 
coverage . 

An  unknown  proportion  of  low-income  women  will  be  dependent  on 
government  programs  and  assistance.  Another  unknown  portion  of  low- 
income  women,  however,  are  women  working  for  'something  to  do'  as 
'empty  nest'  housewives.  Augmenting  family  retirement  income  is  a  very 
low  priority  in  their  minds  if  even  thought  of  at  all.  (Unfortunately,  the 
income-tax  sample  from  which  statistics  are  run  does  not  permit  analysis  of 
earning  females  at  the  late  ages  against  a  spouse,  if  any,  to  determine 
family  income.) 

Other  aspects  of  pension  reform  to  ensure  survivor  benefits,  provide 
for  credit-splitting  on  marriage  breakup,  etc.,  are  more  appropriate  to  the 
question  of  female  retirement  income  than  private  pension  coverage.  The 
above  figures  would  seem  to  indicate  appropriate  pension  coverage  for  the 
career-woman,  married  or  single,  and  that  some  additional  pension  income 
is  being  developed  by  private  pension  plans  and  the  CPP  for  those  who 
are  not  career-earners. 
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Summary 


When  the  results  of  the  government  studies  which  give  information  by  age 
and  income  are  analysed,  the  natural  life-cycle  of  earnings  and  savings  of 
individuals  is  considered,  and  note  is  taken  of  the  high  replacement  ratio 
from  government  programs  on  lower  earnings,  these  studies  indicate  that 
private  pension  plan  coverage  is  exceptionally  high  in  the  public  sector, 
however  defined,  and  reasonably  high  in  the  private  sector,  giving  overall 
ratios  between  65  and  80  per  cent.  The  higher  the  minimum  income  in  the 
target  group  and  the  higher  the  age,  the  higher  is  the  percentage 
covered. 

Mandating  of  increased  coverage,  either  through  mandatory  private 
plans  or  through  increased  CPP  benefits  (with  future  financing  problems), 
would  appear  to  be  unnecessary. 

Most  of  the  problems  concerning  female  coverage  are  due  to  the 
disproportionate  numbers  of  women  in  the  labour  force  at  young  ages  and 
with  lower  incomes  compared  to  at  older  ages  and  with  higher  incomes  (due 
to  labour-force  participation  patterns).  The  pension  system,  private  or 
public,  cannot  be  faulted  for  not  providing  significant  employment  pensions 
to  those  who  do  not  make  a  career  of  reasonable  length  in  the  labour 
force.  Rather  than  larger  employment  pensions,  other  reforms  to  the  CPP 
and  to  private-sector  pensions,  designed  to  ensure  survivor  and  other 
benefits  in  aid  of  women  with  little  or  no  income  of  their  own,  would  be 
more  efficient. 

Finally,  the  data  indicate  that  as  age  and  earnings  increase,  coverage 
for  pensions  becomes  more  and  more  probable  and  fits  in  with  the  natural 
desires  of  both  employee  and  employer.  Once  over  forty,  thoughts  of 
retirement  begin  to  come  to  mind,  and  other  expenses,  such  as  child- 
rearing,  house  purchases,  etc.,  start  to  fall  off  or  become  more  manage¬ 
able.  Tax  incentives  become  more  meaningful. 

Finally,  the  quality  of  coverage,  in  the  sense  of  earlier  vesting, 
better  value  for  deferred  pensions,  portability  through  the  RPA,  etc.,  will 
make  the  coverage  discussed  in  the  paper  more  effective  in  actually  pro¬ 
viding  income  in  retirement  for  those  moving  from  employer  to  employer. 
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APPENDIX  A 


Selected  tables  from  the  Health  and  Welfare  study 


The  original  study  published  by  the  Department  in  June  of  1982  gave 
percentages  of  coverage  only  and  did  not  give  information  by  age  and 
income  cells. 

Tables  A.l,  A. 2,  A. 3,  and  A. 4  following  are  from  a  special  running 
of  the  data  for  D.S.  Rudd  in  November  of  1982.  Table  A. 2  was  incorrect 
and  has  been  adjusted  to  fit  with  the  information  in  the  original  tables. 

Note  that  this  study  treats  Crown  Corporations  as  private  sector 
plans  and  does  not  attempt  to  increase  coverage  percentages  by  consider¬ 
ing  RRSP  contributors. 

Details  of  methodology  are  in  the  original  publication,  'Pension  plan 
coverage  by  level  of  earnings  and  age,  1978  and  1979.' 

TABLE  A.l 

Private  sector  male  pension  plan  contributors,  1979 


Age  of  contributor 


Employment  income 

18-24 

25-44 

45-64 

Total 

C/QPP  contributors 

Less  than  $  7,500 

494,288 

225,078 

93,350 

812,715 

$  7,500  -  $14,999 

434,820 

612,495 

302,215 

1,349,530 

$15,000  -  $22,499 

145,841 

802,165 

392,901 

1,340,908 

$22,500  -  $29,999 

15,121 

328,953 

184,869 

528,943 

$30,000+ 

3,515 

149,015 

122,945 

275,475 

Total 

1,093,585 

2,117,710 

1,096,280 

4,307,575 

Number  of  occupational  pension  plan 

members 

Less  than  $  7,500 

44,064 

26,764 

15,832 

86,661 

$  7,500  -  $14,999 

80,380 

241,044 

172,786 

494,210 

$15,000  -  $22,499 

50,675 

507,162 

311,096 

868,932 

$22,500  -  $29,999 

4,389 

240,791 

165 , 864 

411,043 

$30,000+ 

2,480 

116,236 

119,788 

238,504 

Total 

182,007 

1,131,988 

785,365 

2,099,360 

Total  occupational 

pension  plan  members  as  a  %  of 

C/QPP  contributors 

Less  than  $  7,500 

8.9 

11.9 

17.0 

10.7 

$  7,500  -  $14,999 

18.5 

39.4 

57.2 

36.6 

$15,000  -  $22,499 

34.7 

63.2 

79.2 

64.8 

$22,500  -  $29,999 

29.0 

73.2 

89.7 

77.7 

$30,000+ 

70.5 

78.0 

97.4 

86 . 6 

Total 

16.6 

53.5 

71.6 

48.7 
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TABLE  A. 2 

Public  sector  male  pension  plan  contributors,  1979 


Age  of  contributor 


Employment  income 

18-24 

25-44 

45-64 

Total 

C/QPP  contributors 

Less  than  $  7,500 

57,518 

29,425 

14,850 

101,793 

$  7,500  -  $14,999 

43,045 

92,170 

65,610 

200,825 

$15,000  -  $22,499 

22,574 

232,269 

107,760 

362,603 

$22,500  -  $29,999 

3,104 

145,706 

78,710 

227,521 

$30,000+ 

51,555 

51,595 

103,160 

Total 

126,245 

551,120 

318,525 

995,890 

Number  of  occupational 

pension  plan  members 

Less  than  $  7,500 

3,650 

9,628 

3,842 

17,120 

$  7,500  -  $14,999 

26,162 

72,450 

57,197 

155,809 

$15,000  -  $22,499 

21,693 

220,711 

100,014 

342,418 

$22,500  -  $29,999 

3,100 

143,584 

75,378 

222,062 

$30,000+ 

49,918 

51,273 

101 , 191 

Total 

54,595 

496,286 

287,704 

838,600 

Total  occupational  pension  plan 

members  as  a  %  of 

C/QPP  contributors 

Less  than  $  7,500 

6 . 3 

32.7 

25.9 

16.8 

$  7,500  -  $14,999 

60.8 

78.6 

87.2 

77.6 

$15,000  -  $22,499 

96.1 

95.0 

92.8 

94.4 

$22,500  -  $29,999 

99.9 

98.5 

95.8 

97.6 

$30,000+ 

96.8 

99.4 

98.1 

Total 

43.2 

90.1 

90.3 

84.2 

NOTE:  Ages  45-64  were 

a  repeat 

of  ages  25-44  in 

tabulations  received.  D.S. 

Rudd  derived  figures 

for  age 

45-64  and  totals 

from  original 

published 

material . 
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TABLE  A. 3 

Private  sector  female  pension  plan  contributors,  1979 


Age  of  contributor 

Employment  income 

18-24 

25-44 

45-64 

Total 

C/QPP  contributors 

Less  than  $  7,500 

590,431 

607,301 

268,779 

1,466,511 

$  7,500  -  $14,999 

326,581 

645,756 

302,499 

1,274,836 

$15,000  -  $22,499 

19,778 

170,165 

74,924 

264 , 866 

$22,500  -  $29,999 

150 

18,408 

9,649 

28,206 

$30,000+ 

5 

3,865 

4,825 

8,695 

Total 

936,945 

1,445,485 

660,670 

3,043,100 

Number  of  occupational 

pension  plan  members 

Less  than  $  7,500 

34,363 

52,587 

21,121 

108,071 

$  7,500  -  $14,999 

104,514 

297,986 

160,698 

563,198 

$15,000  -  $22,499 

9,588 

138,460 

58,281 

206,328 

$22,500  -  $29,999 

12,855 

6,030 

18,885 

$30,000+ 

1,151 

2,233 

3,384 

Total 

148,465 

503,046 

248,390 

899,901 

Total  occupational  pension  plan 

members  as  a  %  of 

C/QPP  contributors 

Less  than  $  7,500 

5.8 

8.7 

7.9 

7.4 

$  7,500  -  $14,999 

32.0 

46.1 

53.1 

44.2 

$15,000  -  $22,499 

48.5 

81.4 

77.8 

77.9 

$22,500  -  $29,999 

69.8 

62.5 

66.9 

$30,000+ 

29.8 

46.3 

38.9 

Total 

15.8 

34.8 

37.6 

29.6 
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TABLE  A. 4 

Public  sector  female  pension  plan  contributors,  1979 


Employment  income 

18-24 

Age  of  contributor 
25-44 

45-64 

Total 

C/QPP  contributors 

Less  than  $  7,500 

73,171 

89,649 

32,791 

195,611 

$  7,500  -  $14,999 

60,599 

167,929 

60,774 

289,301 

$15,000  -  $22,499 

8,126 

127,494 

35,855 

171,475 

$22,500  -  $29,999 

19 

36,609 

19,305 

55,933 

$30,000+ 

4,030 

5,915 

9,945 

Total 

141,920 

425,700 

154,650 

722,270 

Number  of  occupational  pension  plan  members 


Less  than  $  7,500 

15,306 

33,894 

7,836 

57,037 

$  7,500  -  $14,999 

51,865 

147,575 

49,793 

249,233 

$15,000  -  $22,499 

7,504 

121,934 

34,642 

164,079 

$22,500  -  $29,999 

8 

36,102 

19,217 

55,326 

$30,000+ 

3,911 

5,781 

9,692 

Total 

74,682 

343,421 

117,249 

535,352 

Total  occupational 

pension  plan 

members  as  a  % 

of  C/QPP  contributors 

Less  than  $  7,500 

20.9 

37.8 

23.9 

29.2 

$  7,500  -  $14,999 

85.6 

87.9 

81.9 

36.1 

$15,000  -  $22,499 

92.3 

95.6 

96.6 

95.7 

$22,500  -  $29,999 

38.0 

98.6 

99.5 

98.9 

$30,000+ 

97.0 

97.7 

97.4 

Total 

52.6 

80.7 

75.8 

74.1 
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APPENDIX  B 


Selected  Tables  from  Background  Note  #3  'Coverage  I:  point-in-time 
coverage' . 

This  study  by  the  Task  Force  on  Pensions  of  the  Privy  Council  Office 
was  recently  released  as  one  of  the  Background  Papers  of  the  Green 
Paper. 

Tables  B.3  through  B.5  give  information  similar  to  the  special  run¬ 
ning  of  the  Health  and  Welfare  Study.  Definitions  of  employees  are 
slightly  different:  the  self-employed  and  RRSP  coverage  are  included,  and 
Crown  Corporations  are  treated  as  part  of  the  public  sector. 

This  study  assumes  that  a  higher  proportion  of  the  non-contributory 
plan  members  are  in  the  lower  two  earnings-classes ,  resulting  in  a  dif¬ 
ferent  distribution  of  membership  in  plans  by  age  and  earnings.  This 
study  thus  has  more  members  of  pension  plans  in  the  lowest  earnings  and 
age  categories  and  less  in  the  higher  categories  than  in  the  Health  and 
Welfare  Study. 
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Why  We  Should  be  Cautious  in  Accepting 
Forecasts  of  the  Dependency  Ratios 
in  the  21st  Century 

Leroy  0.  Stone  and  Susan  Fletcher 


There  exists  today  a  common  tendency  to  invest  undue  authority  in  the 
demographer's  'baseline'  or  'medium  case'  population  projection.  Demo¬ 
graphers  usually  provide  a  wide  range  of  projections,  and  seldom  offer 
advice  about  the  confidence  that  can  be  maintained  with  regard  to  any 
narrow  interval  of  values  around  their  'baseline'  projection.  However,  the 
uncertainty  implied  by  the  wide  range  of  projections  provided  tends  to  be 
ignored  in  documents  designed  to  forecast  service  requirements  in  the 
future,  and  in  pertinent  mass-media  discussions  and  conferences  on  retire¬ 
ment  income  problems  of  the  future. 

The  draft  paper  by  Hamilton  and  Whalley  for  this  volume  had  this 
problem.  It  based  suggestions  about  the  economic  implications  of  future 
demographic  trends  on  too  narrow  a  range  of  possible  demographic 

futures .  It  did  show  a  table  that  indicates  a  much  wider  range  of 

alternative  futures  than  the  one  considered  in  alleging  that  future 

demographics  will  likely  pose  a  crisis.  More  time  needs  to  be  spent 

studying  implications  of  the  wider  range  of  alternative  futures. 

One  reason  for  the  apparent  complacency  about  current  demographic 
projections  in  the  context  of  the  'Great  Debate'  on  pensions  is  that  the 
population  about  which  we  are  most  worried  consists  of  those  who  will  be 
65  or  more  years  old  in  the  second  decade  of  the  next  century.  These 
people  are  mostly  already  alive  and  living  in  Canada.  We  often  read  that, 
barring  great  surprises  in  mortality  rates,  we  know  fairly  accurately  the 
numbers  of  potential  pension  recipients  until  well  into  the  first  half  of  the 


Leroy  Stone  is  with  the  Population  Studies  Centre,  University  of  Western 
Ontario . 

Susan  Fletcher  is  with  the  Office  on  Aging,  Health  and  Welfare  Canada. 
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next  century.  Unfortunately,  recent  indications  are  that  we  can  expect 
some  future  surprises  in  mortality  rates,  especially  for  the  older  popu¬ 
lation  . 

In  addition,  other  important  factors  needed  to  quantify  the  magnitude 
of  a  future  pension-funding  crisis  are  far  less  certain  than  mortality:  the 
total  number  of  economic  dependents  (i.e.,  children  as  well  as  older 
people),  the  number  of  workers  contributing  to  retirement  income  pools, 
and,  most  importantly,  the  productivity  of  the  labour  force  in  the  21st 
century.  The  purpose  of  this  research  note  is  to  clarify  these  and  other 
sources  of  major  uncertainty  about  dependency  rates  in  the  21st  century. 

FERTILITY  AND  THE  FUTURE  LABOUR  FORCE 

When  relating  population  trends  to  future  retirement  income  problems,  the 
ratio  of  pensioners  to  workers  is  often  cited.  A  rough  proxy  for  this 
variable  is  the  'old-age  dependency  ratio',  which  is  the  ratio  of  population 
in  the  main  ages  of  retirement  to  those  in  the  main  labour-force  ages  (one 
popular  measure  is  the  ratio  of  persons  aged  65  and  over  to  persons  aged 
20  to  64).  It  is  now  widely  believed  that  this  measure,  which  currently 
stands  near  one  in  six,  will  be  close  to  one  in  three  as  Canada  goes 
through  the  third  decade  of  the  21st  century. 

The  foundation  for  this  forecast  is  not  adequate.  One  of  the  assump¬ 
tions  on  which  it  rests  is  that  fertility  rates  will  remain  low  well  into  the 
next  century.  In  fact,  there  are  several  contrary  theories  about  the  basic 
causal  mechanisms  underlying  temporal  swings  and  trends  in  birth  rates, 
and  some  of  the  more  well-received  theories  that  could  support  forecasts 
indicate  a  substantial  range  of  possible  values  for  future  fertility  rates 
(see  Morrison  1981,  6-8  and  Keyfitz  1982,  736-45). 

Consider  two  prominent  opposing  theories  concerning  future  fertility. 
According  to  one  view,  fertility  is  now  low  and  is  likely  to  remain  low. 
There  are  several  proponents  of  this  view,  and  they  sometimes  rely  on 
different  factors  to  support  this  position.  Butz  and  Ward  (1979,  13) 
attribute  low  fertility  to  the  fact  that  the  'opportunity  cost  of  women's 
time'  has  risen.  Westoff  (1979,  18-19)  relies  more  on  cultural  factors 

underlying  or  otherwise  linked  with  recent  radical  change  in  marriage  and 
family  patterns,  the  change  in  women's  attitudes  toward  work,  their  in¬ 
creasing  economic  equality  with  men  and  their  resulting  independence  from 
men,  and  the  tremendous  increase  in  the  technology  of  birth  control  and 
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the  availability  of  abortions  (see  also  Bumpass  1973).  Aries  (1980,  650) 
thinks  fertility  will  remain  low  because  the  role  of  the  child  within  the 
family  has  changed  since  the  1960s.  People  have  become  more  concerned 
with  their  personal  identities  and  the  child  is  no  longer  an  essential 
factor . 

Another  major  theory  of  fertility  emphasizes  cyclical  variations. 
According  to  this  theory,  birth  rates  are  likely  to  be  volatile,  leading  to 
future  swings  in  the  sizes  of  birth  cohorts.  This  view  allows  for  the 
possibility  of  another  big  rise  in  birth  rates  in  the  future.  A  major  pro¬ 
ponent  of  it  is  Richard  Easterlin.  His  hypothesis,  stripped  of  various 
qualifications  and  elaborations,  is  as  follows:  when  young  adults  are  in 
relative  short  supply,  their  labour-market  situation  improves  and  their 
relative  well-being  increases ,  all  of  which  encourages  early  marriage  and 
childbearing.  When  there  is  a  relative  surplus  of  young  adults,  their 
labour-market  situation  deteriorates  and  their  relative  well-being  dimin¬ 
ishes,  resulting  in  delayed  marriages  and  childbearing  (see  Easterlin, 
Wachter  and  Wachter  1979,  12;  see  also  Easterlin  1973,  215-16).  A  study 
conducted  in  France  seems  to  support  this  view  (see  Girard  and  Roussel 
1979).  Bourgeois-Pichat  (1979,  304)  also  emphasizes  waves  in  fertility 
rates.  He  stresses  the  relative  size  of  families  of  different  generations. 
Members  of  a  particular  generation  that  spend  their  childhood  and  adoles¬ 
cence  in  large  families  will  tend  to  opt  for  smaller  families  of  their  own  and 
vice  versa. 

In  short,  the  internationally  acknowledged  experts  on  fertility  are  not 
by  any  means  of  one  mind  as  to  what  the  future  holds  for  fertility  rates. 

Faced  with  this  fact,  some  analysts  have  suggested  that  our  major 
source  of  information  about  future  fertility  is  not  a  deep  understanding  of 
fertility,  but  rather,  its  past  patterns  (see  Lee  1974,  616).  In  Canada, 
past  fertility  rates  have  shown  substantial  cyclical  swings,  even  in  the 
presence  of  a  long-term  downtrend  since  the  19th  century.  Thus,  even  if 
we  can  agree  that  strong  social  forces  point  to  generally  low  fertility,  we 
still  have  to  deal  with  the  problem  of  forecasting  turning  points  and  wave 
amplitudes  if  the  future  is  like  the  past  in  being  cyclical  (Keyfitz  1982, 
740-42). 

Data  sources  most  likely  to  be  helpful  in  picking  turning  points  of 
fertility  rates,  surveys  on  childbearing  intentions,  have  been  disap¬ 
pointing.  Even  for  the  short  term  the  surveys  have  not  been  able  to 
anticipate  turning  points.  According  to  Keyfitz  (1982,  742),  a  change  in 
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economic  or  social  circumstances  seems  to  cause  couples  to  change  their 
minds  so  that  their  fertility  intentions  are  not  reflected  in  their  fertility 
behaviour.  Lee  (1980,  225-6)  contends  that  to  understand  a  cohort's 

reproductive  behaviour  on  the  basis  of  their  intentions,  we  need  to  survey 
intentions  repeatedly  over  time. 

What  is  important  about  this  problem  with  data  on  intentions  is  the 
fact  that  we  are  talking  about  people  who  are  already  in  the  childbearing 
years.  If  we  are  so  hard-pressed  to  forecast  the  future  fertility  of 
persons  in  the  childbearing  years,  what  confidence  can  we  have  in  pre¬ 
dicting  the  fertility  of  cohorts  still  unborn?  Yet,  this  is  precisely  what  we 
are  doing  when  we  forecast  the  size  of  the  labour  force  in  2020.  New 
entrants  to  the  labour  force  (as  we  now  define  it)  at  that  date  will  be 
mostly  the  offspring  of  people  themselves  born  after  1980.  In  fact,  once 
we  get  beyond  1996,  fertility  rates  will  be  dominated  by  the  offspring  of 
the  baby  boom  generation.  As  early  as  the  year  2006,  childbearing 
patterns  of  the  grandchildren  of  the  baby  boom  generation  will  be  a 

significant  influence  on  fertility  rates. 

The  foregoing  is  not  meant  to  suggest  that  we  cannot  make  any 
meaningful  projections  for  the  future  size  of  the  population  or  the  labour 
force  (the  two  differ  only  in  that  those  aged  0  to  14  are  now  excluded 
from  measures  of  the  potential  labour  force).  Keyfitz  (1981)  measured  the 
accuracy  of  over  1,000  projections  of  total  population  (projections  mostly 

prepared  by  persons  thought  to  be  competent  for  this  type  of  work).  He 

concluded  that  the  demographer's  work  does  seem  superior  to  naive  fore¬ 
casts,  and  that  the  measure  of  accuracy  shows  increasing  values  in  recent 
years.  However,  his  data  suggest  that,  generally,  we  have  useable  fore¬ 
casts  of  total  population  mainly  over  the  next  five  to  20  years  (see  Keyfitz 
1981,  590).  Stone  analysed  projections  for  Canada  and  reached  conclusions 
that  were  consistent  with  Keyfitz's  observations  (Stone,  Maclean  and 
Fletcher  1979).  Thus,  we  can  expect  that  our  projections  are  particularly 
useful  up  to  2003,  nearly  a  generation  before  the  expected  crest  of  the 
'pension  crunch'  in  Canada.  (It  is  notable,  in  this  connection,  that  the 
latest  Statistics  Canada  population  projections  have  not  attempted  any 
assumptions  about  future  fertility  beyond  1996.) 

For  the  next  10  to  15  years,  we  can  identify  with  reasonable  confi¬ 
dence  a  band  or  range  within  which  the  total  fertility  rate  (the  sum  of 
age-specific  birth  rates)  will  lie  even  though  it  is  subject  to  swings  that 
may  take  birth  rates  outside  the  band  from  time  to  time.  The  Canadian 
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total  fertility  rate  now  stands  at  about  1.7  children  per  woman.  Rates  of 
1.5  are  now  widespread  in  certain  parts  of  Europe  (Bourgeois-Pichat  1979, 
304).  Very  few  countries  have  yet  shown  rates  below  1.2.  (If  a  rate  of 
1.2  is  maintained  over  several  years,  it  would  be  far  below  the  fertility 
rate  required  for  population  replacement  in  a  closed  population.) 

A  total  fertility  rate  of  1.2  seems  to  be  a  reasonable  lower  bound  of 
the  total  fertility  rate  in  the  medium  term.  That  is,  Canada  might  show 
values  below  that  figure  from  time  to  time,  but  the  rate  should  not  be 
expected  to  remain  below  that  level  for  many  years. 

To  find  a  reasonable  upper  bound  for  the  total  fertility  rate,  we 
simulated  a  recurrence  of  the  baby  boom  (see  the  Technical  Appendix). 
We  produced  two  simulations:  one  had  a  recurrence  of  the  baby  boom 
starting  between  1981  and  1986,  and  the  other  had  the  'take-off'  in  the 
1986-91  period.  The  first  simulation  produced  a  2.6  total  fertility  rate  for 
the  calendar  year  1991,  with  the  rate  reaching  3.2  by  1996.  The  second 
generated  a  total  fertility  rate  of  2.1  in  1991  and  2.7  in  1996.  Thus,  we 
can  set  our  upper  bound  for  the  calendar-year  total  fertility  rate  some¬ 
where  between  2.7  and  3.2  through  1996. 

However,  the  odds  favouring  an  upsurge  in  fertility  (over  the  next 
10  years)  with  a  momentum  as  strong  as  that  of  the  baby  boom  are  not 
high.  A  study  of  past  trends  in  the  first-birth  rate  indicates  a  massive 
delaying  of  childbearing  during  the  late  depression  and  early  war  years. 
Such  a  strong  decline  of  the  first-birth  rate  is  not  as  evident  in  the  more 
recent  sharp  fall  in  fertility  rates.  This  suggests  that  we  are  not  current¬ 
ly  building  up  a  pent-up  demand  for  babies  of  the  strength  of  the  one 
that  preceded  the  baby  boom. 

In  short,  we  can  make  population  projections  for  planning  purposes 
based  on  the  speculation  that  the  total  fertility  rate  will  cycle  between  1.2 
and  2.7  for  most  of  the  next  20  years. 

Although  the  'old-age  dependency  ratio'  is  rising  slightly  in  the  near 
future  and  may  rise  quite  substantially  in  the  early  part  of  the  next 
century  (when  the  baby  boomers  join  the  ranks  of  retired  persons),  sever¬ 
al  very  important  points  need  to  be  kept  in  mind.  First,  a  surge  in  the 
birth  rate  is  not  the  only  way  of  adding  substantially  to  aggregate  labour 
input.  Second,  a  big  addition  to  aggregate  labour  input  may  not  be 
needed  if  revolutionary  production  technologies  emerge  over  the  next  40 
years.  Third,  the  age  at  which  most  people  retire  may  change  enough 
that  the  relative  numbers  of  'dependent'  and  'independent'  persons  aged  65 
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and  over  may  also  change  significantly.  The  point  here  is  that  when  we 
talk  about  dependency,  it  is  not  enough  simply  to  count  heads  in  different 
age  groups. 

MORTALITY  AND  THE  SIZE  OF  THE  POPULATION  OF  POTENTIAL 
PENSION  RECIPIENTS 

Until  very  recently,  demographic  projections  in  Canada  and  the  United 
States  have  been  marked  by  the  assumption  of  regular  small  declines  in 
mortality  (see  Denton,  Feaver,  and  Spencer  1980,  37  and  Siegel  1978, 
17-18).  At  best,  narrow  ranges  of  values  for  future  death  rates  were 
assumed.  This  is  also  true  for  the  'official'  projections  of  the  principal 
federal  statistical  agencies  of  Canada  and  the  United  States.  In  Canada, 
two  notable  exceptions  to  this  practice  are  the  work  done  at  Statistics 
Canada  for  the  Senate  Committee  on  Retirement  Age  Policy  (see  Senate  of 
Canada  1978,  Appendix  6A)  and  that  done  to  support  the  Economic  Council 
of  Canada's  retirement  income  study  (see  Denton,  Feaver,  and  Spencer 
1980).  At  least  by  historical  standards,  the  upper  bounds  for  life  expec¬ 
tancies  assumed  for  the  year  2021  in  the  latter  two  studies  must  be  con¬ 
sidered  very  high  (for  example,  life  expectancy  at  birth  for  women  is  near 
85  years).  Compared  to  the  population  aged  65  and  over  that  was  pro¬ 
jected  using  the  lower  bound  of  life  expectancy  values  in  the  Senate 
Committee  series,  that  projected  using  the  upper  bound  would  mean  an 
additional  12  per  cent  more  persons  aged  65  and  over  in  2021  or  an  addi¬ 
tional  600,000  such  persons  in  that  year. 

Recent  developments  in  mortality  rates  at  the  older  ages  suggest  that 
we  must  now  begin  to  take  seriously  the  prospect  of  future  variation  of 
mortality  within  the  bounds  of  the  kind  just  indicated,  even  if  we  reject 
the  upper  bounds  as  being  too  high,  ie.,  unattainable  since  the  human  life 
span  (the  upper  end  of  the  range  of  age)  is  not  much  above  100  years 
given  present  knowledge  of  genetics  (see  Bourgeois-Pichat  1978,  12; 

Weatherby,  Nam  and  Isaac  1983,  29;  and  Coale  1982,  6).  Also,  the  pros¬ 
pect  that  mortality  rates  may  increase  dramatically  due  to  wars  or  plagues 
of  some  sort  cannot  be  ruled  out  (see  Coale  1982,  15). 

Unexpected  increases  in  life  expectancy  must  not  be  ruled  out.  Some 
have  taken  place  recently  in  North  America  and  in  many  European  coun¬ 
tries  with  much  of  the  increase  in  life  expectancy  taking  place  at  the  older 
ages.  For  example,  in  Canada,  the  estimated  life  expectancy  at  birth  for 
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women  in  1980-82  is  already  above  the  value  for  1985-87  in  Statistics 
Canada's  official  projections  (78.7  versus  78.3),  while  that  for  men  is  not 
only  above  but  also  over  a  full  year  longer  (71.5  versus  70.2). 

In  the  United  States  too,  the  striking  developments  in  mortality  are 
also  raising  doubts  among  many  demographers  about  the  validity  of  mortal¬ 
ity  assumptions  underlying  official  projections  (see  Crimmins  1981,  229; 
Siegel  1978,  17-18;  Fingerhut  1982;  and  Morrison  1981,  14).  Some  see  the 
beginnings  of  a  new  era  in  mortality  decline  that  will  lead  to  large  in¬ 
creases  in  life  expectancy  at  the  older  ages  (see  Crimmins  1981,  251  and 
Fingerhut  1982). 

Recent  research  has  accumulated  findings  that  may  partially  support 
these  views.  These  studies  point  strongly  towards  significant  causal 
connections  between  lifestyles  and  the  environment  on  one  hand,  and  the 
rates  of  morbidity  and  mortality  on  the  other  hand  (see  Palmore  1982,  513; 
Wunsch  and  Lambert  1981,  12;  Jenkins  1983,  397;  and  House,  Robbins  and 
Metzner  1982,  123).  Weatherby,  Nam  and  Isaac  (1983,  27)  found  that 
improvements  in  the  level  of  living  and  health  care  implied  declines  in 
age-specific  death  rates  in  all  but  the  oldest  age  groups. 

Belloc  (1973,  80)  found  a  striking  inverse  correlation  between  the 
number  of  health  practices  (including  hours  of  sleep,  regularity  of  meals, 
weight,  smoking,  alcohol  consumption  and  physical  activity)  and  the  mortal¬ 
ity  level  of  the  older  population.  In  a  probability  sample  of  7,000 

California  residents,  she  found  that  life  expectancy  for  men  aged  65  varied 
from  10.6  years  for  those  with  fewer  than  three  good-health  practices  to 
17.4  for  those  with  six  or  more  (i.e.,  a  differential  of  nearly  seven 

years).  The  significance  of  her  findings  is  better  understood  when  one 

compares  this  differential  with  the  growth  of  life  expectancy  at  age  65  for 

the  whole  U.S.  population  between  1900  and  1968.  During  that  period, 
male  life  expectancy  at  age  65  only  increased  by  one  year  from  11.5  to 
12.8  (see  Siegel  1978,  12). 

The  contrast  for  women  is  not  quite  as  startling.  Life  expectancy  at 
age  65  of  the  sample  varied  from  12.4  years  for  less  than  three  good- 
health  practices  to  19.9  for  six  or  more.  Life  expectancy  of  all  U.S. 
females  increased  from  12.2  to  16.3  between  1900  and  1968  (Siegel  1978, 
12). 

Other  studies  have  confirmed  the  influence  on  mortality  of  specific 
factors  such  as  smoking  (see  Retherford  1975  and  Klebba  1982)  and  alcohol 
(Marmot,  Rose,  Shipley,  and  Thomas  1981).  Thus,  as  more  and  more 
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people  become  aware  of  the  influence  of  lifestyles  and  environment  on  life 
expectancy,  it  seems  that  we  can  expect  lifestyle  changes  among  future 
cohorts  of  middle-aged  and  older  persons  that  will  lead  to  substantial 
declines  of  mortality  at  the  middle  and  'young-old'  ages.  Further,  there  is 
speculation  that  there  may  be  related  reductions  in  per  capita  health-care 
costs . 

There  is  some  difference  of  opinion  in  the  literature  as  to  how  far  the 
increases  in  life  expectancy  can  go  as  major  breakthroughs  are  achieved  in 
specific  causes  of  death.  Some  tend  to  emphasize  large  increases  (see,  for 
example,  Wunsch  and  Lambert  1981,  15;  Tsai,  Lee  and  Kautz  1982,  383; 
Weatherby,  Nam  and  Isaac  1983,  29;  Coale  1982,  6;  and  Foot  1982,  236). 
Others,  however,  think  that  increases  will  be  small  due  to  the  effect  of 
competing  risks;  in  other  words,  that  the  reduction  in  mortality  from  a 
particular  cause  of  death  would  be  taken  up  by  deaths  from  other  causes 
so  that  the  long-run  effect  would  be  relatively  small  (see  Morrison  1981 
and  Keyfitz  1977).  Keyfitz  (1977,  417)  has  estimated  that  if  100  per  cent 
of  cancers  were  eliminated,  the  increase  in  life  expectancy  would  be  only  3 
per  cent. 

The  net  result  of  these  developments  in  the  prospects  for  mortality  is 
a  widened  band  of  uncertainty  about  the  demographics  of  the  21st  century. 
The  older  population  could  be  much  smaller  than  expected  in  the  event  of 
wars  or  plagues;  but  it  could  also  be  much  larger  than  now  being  pro¬ 
jected  by  most  analysts. 

FUTURE  INTERNATIONAL  MIGRATION 

The  forecaster's  crystal  ball  for  future  migration  to  and  from  Canada  is 
even  more  cloudy  than  that  for  future  fertility.  Governments  exert  major 
control  over  such  migration,  and  their  future  policies  in  this  regard  are 
unpredictable. 

Also  relevant  is  the  world  political  and  economic  climate,  and  the 
social  situation  within  Canada.  Political  and  economic  turmoil  marks  the 
history  of  the  world .  There  seems  hardly  any  reason  to  believe  that  the 
next  40  years  will  be  different  in  this  respect.  The  greater  the  level  of 
political  turmoil,  the  higher  the  prospect  of  related  (though  not  necessarily 
concurrent)  major  flows  of  people  across  national  boundaries. 

In  short,  over  the  long-term  future,  the  level  of  international  migra¬ 
tion  for  Canada  is  a  deep  mystery.  However,  substantial  net  immigration 
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or  net  emigration  could  have  significant  short-run  effects  on  the  labour 
force  (see  Parai  1974  and  Green  1976).  Thus,  migration  could  be  a  signi¬ 
ficant  factor  affecting  future  values  of  the  ratio  of  pensioners  to  workers 
in  specific  periods. 

THE  CULTURAL  AND  INSTITUTIONAL  DIMENSION 

History  is  strewn  with  sharp  discontinuities  in  cultural  values  and  institu¬ 
tional  arrangements  related  to  population  and  technology.  From  time  to 
time  these  discontinuities  have  had  major  ramifications  for  the  nature  of 
requirements  for  publicly  supported  services.  There  seems  little  reason  to 
believe  that  the  future  will  be  much  different  from  the  past  in  this  regard; 
and  yet  the  overwhelming  majority  of  current  forecasts  of  future  social- 
service  requirements  seem  to  ignore  this  situation. 

The  future  older  populations  will  be  markedly  different  from  the  ones 
we  have  known.  Changes  in  values  and  lifestyles  among  future  cohorts  of 
older  persons  could  significantly  alter  the  perceived  requirements  of 
support  services  to  the  aging.  That  alteration  may  well  be  triggered  by 
the  widespread  perception  of  existing  or  imminent  failures  of  services 
supported  by  public  resources.  Hence  the  nature  of  the  future  retire¬ 
ment-income  support  problem  could  be  different  from  the  one  we  now 
perceive  in  our  preoccupation  with  contemporary  conditions.  For  example, 
forecasts  in  the  1940s  which  assumed  'linear'  continuation  of  the  cultural 
values  and  institutional  arrangements  of  that  era  would  have  been  put 
badly  off  the  mark  by  the  changes  that  have  followed  the  maturing  of  the 
baby  boom  generation. 

Particularly  notable  here  are  possible  future  changes  in  the  distribu¬ 
tion  of  older  persons  among  living  arrangements ,  and  in  patterns  and 
degrees  of  informal  bartering  of  goods  and  services  among  persons  who  do 
not  necessarily  live  under  the  same  roof.  As  the  baby  boom  generation 
matures  into  the  older  ages,  we  should  not  be  surprised  to  see  a  spread  of 
what  may  now  be  considered  unusual  living  arrangements  among  the 
elderly. 

SUMMARY 

What  does  all  of  the  foregoing  mean  for  the  current  'Great  Debate'  on  pen¬ 
sions?  It  means  that  there  is  weak  scientific  basis  for  the  conclusion  that 
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the  demographics  by  themselves  spell  a  crisis  for  Canada  in  the  21st 
century.  That  may  be  true;  but  the  grounds  for  forecasting  such  a  role 
for  demographics  are  not  adequate.  Any  such  crisis  could  just  as  likely 
reflect  a  failure  in  collective  co-operation  and  will,  and  a  societal  (not 
merely  governmental)  wastage  of  opportunities  between  now  and  the  21st 
century. 

The  foregoing  also  clearly  suggests  that  we  should  ease  up  on  the 
national  penchant  for  reliance  upon  long-term  forecasts  in  connection  with 
public  or  private  debates  on  policies.  Far  more  useful  than  such  forecasts 
is  the  improvement  of  flexibility  and  innovative  skills  among  institutions 
and  persons,  and  in  the  development  of  statistical  systems  and  intellectual 
tools  for  early  warning  and  analysis . 

TECHNICAL  APPENDIX 

To  simulate  a  resurgence  of  the  baby  boom,  we  defined  approximate 
five-year  cohorts  and  studied  statistical  relationships  between  their 
age-specific  birth  rates  at  ages  15  to  19,  20  to  24,  and  25  to  29.  By  the 
time  age  30  is  reached  over  85  per  cent  of  a  cohort's  child-bearing  would 
have  been  done. 

We  assumed  'take-off'  in  fertility  rates  for  five  approximate  cohorts 
aged  15  to  19  in  1981,  1986,  1991,  1996,  and  2001.  The  'take-offs'  were 
similar  in  strength  to  those  shown  by  the  cohorts  aged  15  to  19  in  1936, 
1941,  1946,  1951,  and  1956  respectively.  Then,  using  the  statistical 

relationships  just  mentioned,  age-specific  birth  rates  at  20  to  24,  and  25  to 
29  were  projected  for  each  of  the  five  approximate  cohorts  (starting  with 
their  'take-off'  values  of  fertility  rates  in  the  ages  15  to  19).  Finally, 
their  remaining  age-specific  fertility  rates  were  generated  from  those 
values  up  to  age  29,  and  the  assumed  median  age  of  child-bearing,  using  a 
modification  of  the  Gompertz  function. 
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